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PREFACE 



This report is the result of some six months' special investiga- 
tion and study undertaken in behalf of the Department on 
Regulation of Municipal Utilities of the National Civic Federa- 
tion during the year 1912. The Public Service Commission, 
realizing the importance to its own problems of an investigation 
of this kind, granted me the necessary leave of absence to prose- 
cute the work. The material having served the purposes of the 
Federation is now presented to the Commission in the hope that 
it may prove suggestive in the study of a number of the problems 
of public service regulation. 

In the preparation of this report a great deal of help has been 
received from two earlier reports on the sliding scale ; one pre- 
pared in 1905 by Nathan Matthews for the Boston Consolidated 
Gas Company and the other in 1906 by a special committee 
authorized by the Massachusetts legislature and of which For- 
rest E. Barker, chairman of the Massachusetts Board of Gas 
and Electric Light Commissioners, was chairman.^ In addi- 
tion, I have, of course, examined the various documents, acts 
and treatises, and reference to the more important of the same 
appear in the text of the report. For much valuable data and 
many fruitful suggestions I am indebted to the personal confer- 
ences that it has been my pleasure and good fortune to have 
with the following gentlemen: 

G. L. Addenbrooke, M. I. E. E., Consulting Engineer, London. 

Edward Allen, Engineer, Liverpool United Gas Light Company. 

Percy Ashley, Commercial Department, Board of Trade, London. 

Frank Bailey, M. I. C. E., Engineer, City of London Electric Lighting Co. 

Forrest E. Barker, Chairman, Mass. Gas and Electric Light Com'rs. 

A. Bassom, Superintendent Public Carriage Branch, New Scotland Yard, 

London. 
Sir Alfred E. Bateman, Auditor for London gas companies Board of Trade. 
H. Booth, Harbor Department, Board of Trade, London. 
A. E. Broadberry, M. I. C. E., Manager Tottenham & Edmonton G. L. & 

CCo. 

* Nathan Matthews, Public Regulation of Gas Companies in Great Britain and Ireland, 
1905, 113 pages; Report ri Massachusetts Special Committee to Consider the London 
Sliding Scale, 1906, 85 pages. 
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Right Honorable John Bums, M. P., President, Local Government Board, 

London. 
H. Carlill, Railway Department, Board of Trade, London. 
Chas. H. Dade, Secretary, British Electrical Federation, Ltd., London. 
J. Dalrymple, General Manager, Glasgow Corporation Tramways. 
Major Leonard Darwin, London. 
Robert Donald, Editor, Daily Chronicle, London. 
W. W. Duffield, Assistant Gas Examiner, City of London. 
A. R. Fearnley, General Manager, Sheffield Corporation Tramways. 
A. L. C. Fell, M. I. E. E., Chief Officer, London County Council Tramways. 
J. M. Fells, F. S. A. A., Incorporated Accountant, London. 
Thomas R. Ferens, M. P., Hull. 
Alfred E. Forstall, Consulting Engineer, New York. 
E. Garcke, M. I. E. E., President, British Electrical Federation, Ltd., 

London. 
W. Doig Gibb, Chief Engineer, South Metropolitan Gas Co., London. 
Arthur G. Glasgow, Humphreys & Glasgow, London. 
Robert Grant, Treasurer, Boston Consolidated Gas Co. 
W. E. Gray, Manager, The India Rubber, Gutta Percha & T. W. Co., Ltd., 

London. 
Robert Hammond, M. I. C. E., M. I. E. E., Consulting Engineer, London. 

E. Hatton, General Manager, Newcastle-upon-Tyne Corporation Tramways. 
Arthur Hewitt, Manager, Consumers* Gas Co., Toronto. 

F. W. Hirst, Editor, The Economist, London. 

A. B. Holmes, M. I. C. E., Electrical Engineer, Corporation of Liverpool. 

Herbert C. Honey, Harbor Department, Board of Trade, London. 

H. Ross Hooper, Inspector, Local Government Board, London. 

H. E. Howard, Comptroller, London County Council. 

R. J. Howley, M. I. C. E., The British Electrical Federation, Ltd., London. 

G. H. Hume, Member of London County Council. 

Frank lago. Secretary, Westminster Electric Supply Corporation, Ltd., 
London. 

Atherley Jones, K. C, M. P., London. 

Sir Alexander H. W. Kennedy, Consulting Engineer, London. 

W. W. Lackie, Chief Engineer, Glasgow Corporation Electricity Depart- 
ment. 

H. B. Lees-Smith, M. P., London. 

R. J. Lester, Librarian, Board of Trade, London. 

Prof. Vivian B. Lewes, City of London Gas Examiner, London. 

W. L. Madgen, M. I. E. E., British Electrical Federation, Ltd., London. 

C. W. Mallins, A. I. E. E., Manager, The Liverpool Corporation Tramways. 

W. E. Mandelick, Secretary, Underground Electric Railways Company of 
London. 

S. B. Marsh, Accountant, Birmingham Corporation Tramways. 

F. M. McLeod, Secretary, South Metropolitan Gas Company, London. 

T. H. Minshall, Consulting Engineer, London. 

Ernest Moon, K. C, Speaker's Counsel, House of Commons, London. 

Sidney Morse, Solicitor, London. 



Digitized by VjOOQ IC 



Preface 5 

Alfred Moscley, C. M. G., LL.D., London. 
Wm. Newbigging, Consulting Engineer, Manchester. 
Arthur M. Paddon, M. I. C. E., London. 
Edward R. Pease, Secretary, The Fabian Society, London. 
J. L. Richards, President, Boston Consolidated Gas Co. 
William Richards, Auctioneer of Gas and Water Securities, London. 
P. Robertson, Assistant Editor, The Gas World, London. 
Morris Schaff, Mass. Gas and Electric Light Com*rs. 
A. Hugh Seabrook, Manager, Borough of St. Marylebone Electric Supply. 
A. G. Smith, Superintendent of Street Lighting, Liverpool. 
James Stewart, Editor, The Gas World, London. 
Hanbury Thomas, Managing Director, Sheffield United Gas Light Co. 
P. H. Thomas, Railway Department, Board of Trade, London. 
F. Thuman, Humphries & Glasgow, London. 

William W. Topley, Secretary, The Croydon Gas Company, Croydon. 
W. G. Towler, Secretary, London Municipal Society. 
E. Hartley Turner, Chartered Accountant, Manchester. 
W. Wastell, Deputy Secretary, City of Birmingham Gas Department, 
Sidney Webb, London. 

Alonzo R. Weed, Mass. Gas and Electric Light Com'rs. 
Adam G. Whyte, Editor, Electrical Industries and Investments, London. 
W. H. Winslow, Manager, Superior (Wis.) W. L. & P. Co. 
Hartley Withers, Seligiman Bros., London. 
James Wood, Manchester Corporation Tramways. 
Sir Corbet Woodall, Governor, Gas Light & Coke Company, London. 
J. H. Woodward, Consulting Engineer, London. 
E. N. Wrightington, Boston Consolidated Gas Co. 

H. A. Yorke, C. B., R. E., Chief Inspector of Railways, Board of Trade, 
London. 

In carrying out my studies in Great Britain, Boston and 
Toronto it has been a constant source of surprise and gratifica- 
tion to me to find with what unfailing courtesy and generosity 
busy men have been willing to give of their time and thought to 
aid me as the representative of the Federation in pursuing this 
investigation. To all these and to the members of the commit- 
tee themselves my grateful acknowledgments are especially due. 

Robert H. Whitten 
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CHAPTER I 

INTRODUCTION 

1. Scope and purpose. 

2. Caution needed in comparative studies. 

3. Innate conservatism of the English people. 

4. The unique position of Parliament. 

5. Municipal ownership. 

6. Court review. 

7. Absence of intercorporate relationships and financial controL 

8. Regime of special law and regulation. 

9. Private bill procedure. 

10. Board of Trade organization. 

1. Scope and purpose. This report is devoted chiefly to an 
account of the supervision exercised in Great Britain over the 
capitalization, accounts and rates of charge of public service 
companies. These subjects were selected for special treatment 
because they seemed to offer certain methods that would at least 
be suggestive in thinking out our own special problems of con- 
trol. There is nothing so conducive to constructive thought as 
the knowledge of methods different from our own. They tend 
to force the mind out of its ruts. They compel an appeal to 
fundamental principles in order to decide what system is best 
under given conditions. Some of the methods in use in Great 
Britain that are specially valuable for this if for no other reason 
are: The sale of new shares at public auction or tender (see 
chapter 3) ; the abandonment of the rule of one share one vote 
and the substitution therefor of a regressive scale of voting 
power (see chapter 4) ; the audit of company accounts by an out- 
side auditor selected by the shareholders (see chapter 6) ; and 
the sliding scale for the automatic regulation of rates and divi- 
dends (see chapters 7-12). 

2. Caution needed in comparative studies. Of course, in con- 
sidering the laws and institutions of another country consider- 
able caution is necessary. We can know little about the actual 
working of a statute by merely reading its text. The actual 
result may be very different from that indicated by a literal inter- 
pretation of the act. Moreover, the identical act will not work 
the same way in different countries. A great deal depends on 
local conditions, traditions and characteristics. Mr. Dooley, in 

[13] 



Digitized by VjOOQ IC 



14 Public Service Companies in Great Britain 

referring to the difference in criminal procedure in England and 
America, says: "Th' laws an' th' language ar-re th' same in 
th' two counthries, but they're pronounced difF-rent." This 
difference in pronunciation is important and unmistakable. A 
slight difference in accent or emphasis makes a great difference 
in the practical results under a given statute. In one country 
certain letters are slurred over or silent and as to others there 
is a certain indefinable quality of tone or emphasis. Such dif- 
ferences are very difficult to exactly locate or describe. Some 
of the more prominent general differences that are of particular 
importance in connection with the present study will be briefly 
noted. 

3. Innate conservatism of the English people. A first differ- 
ence arises from the innate conservatism of the English people. 
Some classes and parties are, doubtless, less conservative than 
others, but all classes of the people are essentially conservative. 
This seems to be a natural outgrowth of long environment and 
tradition. In legislation there is seldom an effort to go to the 
root of a matter. A really radical consideration or solution is 
seldom attempted. Everything is the natural outgrowth of 
what went before. Whatever exists has a prima facie right to 
continue in exactly the same way that it now is. An intruder 
who wishes to disturb the status quo must show a very good 
reason and must, in addition, give guarantees for the protec- 
tion and reimbursement of every interest that is in any way 
affected. Vested interests are inviolate. Constitutional guar- 
antees do not exist and are not needed. The innate conser- 
vatism of the people has been amply sufficient. This natural 
conservatism is evident in the way in which Parliament actually 
exercises its paramount and unlimited power of control over 
companies. It is evident in the attitude of the Board of Trade 
in the exercise of its supervisory functions. It is evident in the 
entire . system of public service control which has been dejvel- 
oped, a distinctive feature of which is the absence of general 
regulatory statutes. In place of general statutes there is a 
regime of special acts and regulations all of which in theory, at 
least, are founded upon the consent of the particular company 
as evidenced by its acceptance of its special act. 

Compromise and apparent inconsistency are a necessary 
corollary of conservatism. England is the home of compromise. 
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and inconsistencies greet the observer on every side. The tend- 
ency to consider every vested interest leads inevitably to com- 
promise. The new interest instead of cutting for itself a straight 
and level road through the forest of vested interests must pick 
its way around tree and rock and other obstacle and fully pay 
for every bush and twig it breaks. All this has both advantages 
and disadvantages. It makes progress somewhat slower and less 
logical. It conserves the interests of the existing enterprise, 
but makes difficult the path of the new enterprise. Sometimes 
the new enterprise is that of a private company; sometimes it 
is that of a municipality. Sometimes the vested interest is that 
of a private company; sometimes it is that of a municipality. 
But whether private company or municipality the new enter- 
prise must bend and twist and conform itself to enterprises and 
interests already "in the field. 

The consideration uniformly given to prescriptive right and 
vested interest has in fact given the local authorities, and espe- 
cially the larger municipalities, a very strong position when a 
question of granting new powers to a private company comes 
before Parliament. The local authority can, of course, maintain 
that its numerous and varied interests will be injuriously 
affected by the proposed bill. If its claims are urged with force 
and persistence they will usually be recognized either in full or 
in part, and the company will be compelled to withdraw its bill 
or insert various " protective " and modifying clauses. Com- 
pany officials sometimes complain bitterly of the way in which 
their projects are held up or loaded down with " protective 
clauses " to meet the opposition of the local authorities. They 
complain that legislation is not based on reason and justice, but 
on a compromise of opposing interests. On the other hand, the 
municipal authorities at another time find the shoe on the other 
foot. Their project is subject to obstruction by the companies 
that have established interests and prescriptive rights. And if, 
through oversight or negligence, the company has in years long 
past secured a right or franchise that is now manifestly a 
hindrance to progress, there is often no alternative but to buy 
it back at its full market value. An example of the extent to 
which this reverence for prescriptive right may go is the provi- 
sion often contained in acts authorizing public purchase, that 
the purchasing authority shall reimburse directors and officials 
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for loss of fees and salaries due to the change of ownership. In 
a few cases this provision has even been extended to the auditors 
selected annually by the shareholders to perform duties that 
may occupy a few days or a few weeks during the year. 

4. The unique position of Parliament. The two main factors 
in the control of public service companies are Parliament and 
the Board of Trade. Of these two authorities Parliament is, of 
course, paramount. But it is not only paramount in the sense 
of being the final authority, but with regard to certain com- 
panies it is the authority that is largely concerned with directly 
applying general rules to particular cases. As to such com- 
panies most important changes in status and powers must be 
secured through a special act of Parliament. The position of 
Parliament in Great Britain is absolutely unique. Its power is 
paramount and unlimited. This very freedom breeds restraint 
and responsibility. The absence of external restraint makes 
necessary the development of self-restraint. Our American 
legislatures too often look to the constitution for the limits to 
their action and go just as far as they think the constitution 
and the courts will permit. The British Parliament, on the 
other hand, knows no external restraint, but is nevertheless 
effectually restrained by its own ingrained habits of self-con- 
trol and of following in the beaten paths of precedent and con- 
servatism. When a company comes before Parliament asking 
for new capital powers or for any other change in its estab- 
lished relations it throws itself open to attack by any interest 
than can obtain a "locus standi," The opposition that it fears 
most is that of the municipal authority. If the company has 
been derelict in any particular, it will be in for a very uncom- 
fortable time. Parliament has unlimited power to punish. It 
will doubtless exercise such power with the very greatest cau- 
tion and conservatism. Nevertheless, the fact that Parliament 
has this power, and that it is so indefinite and yet so boundless, 
gives it a greater terror in the minds of company managements 
than the results of its actual exercise should warrant. In fact 
such penalties as Parliament has imposed from time to time 
seem mild and almost innocuous. Nevertheless the despotism 
of vested interest and prescriptive right is tempered by this 
indefinite and almost unused power vested in Parliament, in its 
discretion, to disregard vested interest and prescriptive right. 
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Vested interest knows, therefore, that it must stop short of a 
taking of its " pound of flesh." 

5. Municipal ownership. The very great development of 
municipal ownership and operation of public utilities in Great 
Britain is another important factor in a comparison of results 
and possibilities in the two countries. The magnitude of the 
" trading " interests of the cities has given them an enormous 
influence in a system of public utility legislation and control 
that is founded so largely on a compromise between existing 
interests. Again the magnitude of the municipal enterprises 
develops a body of experts who are accustomed to look at the 
public rather than the company side of regulatory problems and 
consequently the supervising authorities are able to secure the 
service of the best experts in working out and applying an 
efficient system of control. Moreover, the fact that certain cities 
have achieved notable success in municipal operation, and the 
feeling that every city is ready to undertake municipal opera- 
tion whenever it finds that private operation is unsatisfactory, 
have, no doubt, a very strong influence in making the companies 
anxious to maintain friendly relations with the municipalities 
and the supervising authorities. If, for example, it could be 
shown that a company had attempted by evasion of any kind to 
get around any of the statutes or regulations prescribed it is 
probable that the municipality would ask Parliament for the 
right of compulsory purchase and that its request would be 
granted. Moreover, there is naturally a sort of competition 
between the private and the public plants as to operating results 
and price charged. A company feels that its immunity from 
public purchase depends largely on the price that it charges as 
compared with the price charged by municipal plants similarly 
situated. 

6. Court review. Supervision of public service companies 
in Great Britain is not subject to a court review of the acts and 
orders of the supervising authority. To be sure, the courts will 
hold the supervising authority to a strict adherence to the law. 
But when the supervising authority is acting within its jurisdic- 
tion its determinations are not subject to review by the courts 
as to their reasonableness or as to the need for such acts or 
orders. This exemption from review applies not only to ordi- 
nary administrative acts and orders, but the exemption extends 
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even to those decisions against which the claim of a confisca- 
tion of private property might be set up. Of course the author- 
ity of Parliament is unlimited and paramount, and its right to 
pass a specific act or to confer supervisory authority upon a 
specific body will not be questioned, nor will the action of such 
supervising authority be subject to question so long as it acts 
strictly within the authority granted. If, for example, the com- 
missioner of police for the Metropolitan district, in the exercise 
of the discretion granted him by law, issues an order that after 
a certain date motor omnibuses of a certain type shall cease to 
be operated within the district, there is never a question of the 
company going to the courts for an injunction. There is no 
possibility of an indefinite delay in carrying out the order 'of a 
supervising authority through appeal to the courts. 

7. Absence of intercorporate relationships and financial 
control. A factor which complicates the question of public 
service control in America is the existence of intercorporate 
relationships. In general, companies in England are free from 
this complexity. Where a company enters into relations of 
trust with the community it is important that all of its trans- 
actions should be so open and simple that the community 
will have confidence that it is getting a square deal. This is 
peculiarly important when a direct sharing in the profits is pro- 
vided for, as in the case of the maximum dividend system or the 
sliding scale system in England. If the financial and corporate 
relations become too complex it may be difficult to secure that 
confidence that the plan is actually being carried out in good 
faith that is so essential to the success of either the maximum 
dividend system or the sliding scale system. 

Another difference closely related to the above is the absence 
of control over public service companies by the financier, i. e., 
by the man whose chief interest is in the buying and selling of 
securities rather than in the producing and selling of products 
or services. It seems that a management with this latter interest 
uppermost is more likely to conserve the permanent good of the 
industry and more likely to feel its responsibilities to the public. 

8. Regime of special law and regulation. A distinctive 
feature of public service control in Great Britain is the pre- 
dominance of special laws and regulations. Each company is 
organized and governed by its special act or order. There are. 
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to be sure, a few general acts applying to the various classes of 
public service companies, but these for the most part apply only 
to such companies as are created subsequent to the passage of 
the act and to such other companies as may come under the 
provisions of the general act when they come to Parliament for 
further powers. Moreover, the regulations issued by the Board 
of Trade are for the most part special to a particular company, 
and are not usually varied until the company has occasion to 
ask the Board or Parliament for further powers. The special 
acts, orders and regulations applicable to the various classes of 
statutory companies are, however, largely standardized through 
a system of uniform clauses and model forms that are applied 
to each particular case with little variation. The special act or 
order of the company constitutes the most comprehensive state- 
ment of its legal rights and duties. It is the basis of most of the 
supervision exercised by the local and central authorities. 

9. Private bill procedure. All public service company acts 
and orders follow substantially the same procedure in their pas- 
sage through the two houses of Parliament or in their considera- 
tion by the Board of Trade. This procedure is prescribed in the 
standing orders of the two houses of Parliament and in the regu- 
lations adopted by the Board of Trade. Every private bill or 
order is initiated by a petition from the interested parties. The 
following are some of the various steps that the petitioners must 
take in cgnnection with their application. Notice of intention to 
apply for a bill or order must be given during October or 
November by publication in a local paper and also in the Lon- 
don, Edinburgh or Dublin Gazette, according as the district is 
situated in England, Scotland or Ireland. On or before Novem- 
ber 30th, plans must be deposited with Parliament or the Board 
of Trade and also at various local offices for public inspection. 
By December 15th, notice must be given in writing to all public 
service companies and other owners or occupiers of property 
specially affected. On or before certain prescribed dates in the 
latter part of December, a draft of the proposed order or a copy 
of the petition and bill must be filed. By December 31st, in the 
case of a private bill, and by February 22d, in the case of a pro- 
visional order all proofs of compliance with the act and rules 
must be complete. 
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The entire proceeding is of a semi-judicial character. The 
petitioner is required to pay large fees to Parliament in case of 
a private bill and smaller fees to the Board of Trade in case the 
application is for a provisional order. In addition to these 
official fees, the fees paid to counsel and to expert witnesses 
make the total cost of the proceedings in the case of an opposed 
bill very large indeed. 

Persons desiring to oppose a bill must,, on or before February 
1 2th in the House of Commons, or February 19th in the House 
of Lords, deposit in the private bill office a petition distinctly 
specifying the grounds on which objection to any provisions of 
the bill is taken. The right to be heard against a bill, or, as it is 
termed, a locus standi, is not granted except to such individuals, 
authorities or companies as can show that they have interests 
that are affected. Under the standing orders questions as to the 
right to oppose, or locus standi, are decided by a special court of 
referees. It is interesting to note that under this system there 
is no way in which a public-spirited citizen or civic association 
can present its objections to a proposed bill. There must be a 
private, corporate, trade or official interest to secure a locus. 

An opposed bill goes to a committee in each house. Pro- 
cedure before the committee is of a very formal and judicial 
character, and consists, as in a case in court, of a presentation 
of testimony and arguments by the different parties at interest. 
As a result of the committee's deliberations, various protective 
clauses and modifications are usually inserted. The decision of 
the committee is usually practically final and conclusive so far 
as the action of the particular house of Parliament is concerned. 

A strong control is exercised over private bill legislation by 
the chairman of the ways and means committee and the counsel 
to the speaker in the House of Commons and by the lord chair- 
man of committees and his counsel in the House of Lords. The 
supervision thus exercised is substantially complete in the case 
of unopposed bills. These officials see that the rules of the 
houses have been complied with and that the model and cus- 
tomary clauses have been inserted and that new and unusual 
clauses receive proper attention. The control that the lord 
chairman of committees is enabled to exercise is very complete 
and seemingly autocratic. He has almost complete authority 
over the enactment or rejection of the bill in the House of Lords 
if he chooses to exercise it. Unless the clauses he deems neces- 
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sary are inserted and the clauses he considers undesirable are 
omitted, he is able to block the passage of the bill by merely 
refusing to move the next stage in the progress of the bill when 
it appears in the House of Lords. Of course the House of Lords 
may overrule the lord chairman, but such action would be 
almost unprecedented. The lord chairman seems to have secured 
his position and authority by the labor that he devotes to the 
examination of these questions and the confidence that the house 
feels in his judgment. The lord chairman would not, of course, 
attempt to force his opinions upon the house in case he felt that 
a majority of the house differed from him on a question of 
policy. 1 

10. Board of trade organization. While a committee of trade 
appears to have been instituted in 1622 under King James I, 
and various committees were formed subsequently, the present 
Board of Trade dates back only to 1786. While at first the busi- 
ness of the department was, in fact, managed by a board with a 
president at its head, this mode of conducting business gradually 
terminated, and the work came to be managed by a single min- 
ister of state aided by a permanent staff. The minister in charge 
of the department has, however, retained the title of president 
of the Board of Trade. He is a member of the cabinet and is 
appointed by the Crown on the recommendation of the prime 
minister. The president is aided by a parliamentary secretary 
subordinate to the president and having a seat in Parliament. 
The salary of the president is £2,000 and that of the parlia- 
mentary secretary ii,ooo. There is also a permanent secretary, 
assisted by a large permanent staff. 

The board is divided into five large departments as follows: 
(i) Commercial, labor and statistical department; (2) railway 
department; (3) marine department; (4) harbor department; 
(5) finance and general department. These departments include 
among their functions supervision or administration of the fol- 
lowing matters: Statistics of domestic and foreign trade, labor 
bureau, arbitration, weights and measures, patents and trade- 
marks, bankruptcy, lighthouses and buoys, harbors, register of 
ships and seamen, inspection of vessels, registration of corpora- 
tions, supervision of railroads, tramways, gas and electricity. 

* See Report on Municipal Trading, House of Commons, 1900, No. 305, p. 3. 
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The Board of Trade exercises quite extensive powers of super- 
vision with reference to railways, tramways, electric light and 
power companies, gas companies and water supply companies. 
The Board does not issue a general report covering all of its 
operations, but makes separate reports or returns in relation to 
the various matters under its charge. The most important of 
these bearing on matters related to this study are annual returns 
to Parliament containing certain detailed statistics relating to 
(i) railway companies, (2) tramways and light railways, (3) gas 
undertakings. The Board publishes an abstract for each year 
upon all the bills and provisional orders introduced during the 
session relating to railways, canals, tramways, electricity, gas 
and water. The Board also publishes a report respecting the 
applications to and proceedings of the Board under the electric 
lighting acts and another report of the proceedings of the Board 
and of the Light Railway Commissioners in carrying out the 
provisions of the Light Railways Act, 1896. 
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CHAPTER II 

CAPITAL 

1. Securing of capital powers. 

2. Nature of official inquiry. 

3. Term of grant of capital powers. 

4. Ratio of loan to share capital. 

5. Bond discount. 

6. Discount on shares. 

7. Payment of interest out of capital. 

8. Capitalization of surplus. 

9. Conversion of capital. 

10. Conversion of loan capital into share capital. 

1. Securing of capital powers. In general, the capital of pub- 
lic service companies must be authorized by some public author- 
ity. Electric supply companies are, however, an important 
exception to this rule. In general, electric supply companies are 
limited liability companies organized under the Companies 
Consolidation Act, 1908. They are as free in regard to original 
capitalization and additional issues of securities as are ordinary 
commercial companies. Electric supply companies, though 
organized as ordinary limited companies, in general receive their 
special powers through a provisional order of the Board of 
Trade confirmed by act of Parliament. Electric power com- 
panies, on the other hand, are organized by a special act of Par- 
liament and their capital issues thus are subject to control to the 
same extent as other statutory companies. But even power com- 
panies thus constituted have in fact usually transferred their 
stock to a limited company specially organized for the purpose 
under the provisions of the Companies Consolidation Act, 1908. 
Why electrical companies should be exempt from the general 
supervision exercised over the security issues of public service 
companies is difficult to explain. 

Another exception to the general rule exists in the numerous 
small gas and water companies that are operated without parlia- 
mentary authority. They are organized under the Companies 
Consolidation Act, 1908, and have secured their opportunity to 
lay pipes and wires through the permission or tolerance of local 
authorities or property owners, and have not found it necessary 

[23] 
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to obtain the special powers that can only be obtained by appli- 
cation to Parliament or the Board of Trade and by submitting 
to a reorganization as a statutory company. 

All statutory companies must secure a specific authorization 
from Parliament or from the Board of Trade for an issue of 
stocks or bonds. Railway companies receive such authorization 
by special act of Parliament. Gas, water and tramway com- 
panies receive their authorization either by special act of Parlia- 
ment or by a provisional order of the Board of Trade subject to 
confirmation by Parliament. Capital powers of light railway 
companies are usually granted by an order issued by the Light 
Railway Commission and approved by the Board of Trade. 

2. Nature of official inquiry. When the company comes 
before Parliament or the Board of Trade either for original or 
for additional capital powers, the committee of Parliament or the 
Board of Trade requires the company to submit estimates in 
some detail of its proposed expenditures. These estimates must 
be vouched for by competent experts. If the inquiry is before 
the Board of Trade the experts on the staff of the Board will 
check the estimates. If the granting of the proposed capital 
powers is not opposed they may be passed without much 
scrutiny. If, however, they are opposed by a local authority 
the examination may be more thorough. The opposition of the 
local authority may be and often is based on matters that have 
no direct bearing on the amount of capital that the company 
actually requires for its purposes. The opposition is instituted 
with a view to securing certain concessions on other matters. 
The custom of compromise is so strong in England that the 
opponent of any new proposal is almost sure to have a portion 
of his demands granted. A local authority will take advantage 
of the company's capital necessities to secure from Parliament 
a review of the company's past errors of omission and commis- 
sion and an insertion in the company's special act of guarantees 
for the future. 

Ordinarily on an application for additional capital powers 
there is no accounting of the manner in which previous capital 
powers have been used, and no attempt to find out whether the 
capital of the company is at present impaired. Sometimes, how- 
ever, when there is strenuous opposition, these things are care- 
fully examined into. In 1903, for example, the London Gas 
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Light & Coke Company, as a condition to the securing of cer- 
tain powers, was required by Parliament to write off out of its 
divisible profits a total of i 1,000,000 (of its converted stock) in 
order to correct the acknowledged existing impairment of the 
company's capital. The company is not allowed to pay the full 
dividend to which it is entitled under the sliding scale until this 
amount has been written off. 

3. Term of grant of capital powers. In granting capital 
powers to railway and tramway companies, the policy of Parlia- 
ment and of the Board of Trade is to grant power to raise an 
amount of capital estimated to be sufficient merely to carry out 
plans for the immediate future. Though this is the theory, the 
powers granted are almost invariably somewhat in excess of the 
immediate requirements. The estimates submitted are on a 
liberal basis with a view to securing enough for any contin- 
gency and possibly to have a comfortable balance remaining. 
The companies, therefore, usually have certain unexhausted 
capital powers which they may use for small improvements 
without going to Parliament for specific authorization. Any 
extension of a railway or tramway line would, however, require 
express authorization and new capital powers. The theory in 
the case of gas companies is different. The Board of Trade or 
Parliament, in granting capital powers to these companies, 
endeavor to estimate the requirements of the company for a 
term of 12 to 15 years and to grant the company sufficient 
capital powers to carry it for that period. The estimates are, 
however, so liberal that often a company will not have to seek 
additional capital powers for 20 or 25 years. On the other hand, 
the requirements of the future are in some cases very much 
underestimated, and the company finds itself compelled to ask 
for additional powers within five or ten years. 

The Select Committee on Metropolitan Gas Companies in its 
report of 1899^ refer to the desirability of imposing certain 
changes in regard to the sliding scale when companies come to 
Parliament for new capital powers and suggests, in order to 
make this more feasible, that the period for which capital 
powers are granted should be limited to five years. The com- 
mittee says : 

* JTouse of Commons, No. 294, p. x. 
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As the conditions of the gas industry are liable to great fluctuations, the 
Committee have given some consideration to the question as to how far it is 
right and proper to allow the companies to acquire capital powers for any 
lengthened period, and the Committee have come to the conclusion that for 
the benefit both of the companies themselves and of the consumers it would 
be a wise provision to limit the period for which capital powers were granted 
to five years, and at such periods if any company came to Parliament for new 
capital powers it would, of course, be within the power of Parliament to 
revise the sliding scale if it was thought just and necessary to do so. 

4. Ratio of loan to share capital. The power of a statutory 
company to issue debentures is limited in the special act to a 
fixed amount, or to a fixed proportion of the share capital. For 
gas companies the amount of loan capital authorized is at 
present usually fixed at one-third of the amount of the share 
capital. In earlier provisional orders it was customary to fix 
the amount of loan capital at one-fourth of the share capital. 
In water, railway, tramway and light railway acts and orders, the 
power to borrow is usually limited to one-third of the amount of 
the share capital. Light railway orders have recently been issued 
authorizing loans to one-half of the amount of the share capital. 
When the English statutes refer to capital, it is share capital 
only that is ordinarily included under that term. It should be 
noted that a limitation of loans to one-third of the share capital 
is actually a restriction of the loans to one-fourth of the total 
capitalization (share and loan). According to the Board of 
Trade Railway Returns for the year 1910, the proportions which 
the various classes of railway securities bear to the total paid-up 
capital are as follows : Ordinary stock 37.3 per cent. ; preference 
and guaranteed stock, 35.8 per cent. ; loan and debenture stock, 
26.9 per cent. The Board of Trade returns relating to gas 
undertakings for the year 1910 show that the total loan capital 
authorized for all the gas companies in the United Kingdom is 
approximately 25 per cent, of the total share capital authorized 
for the same companies. 

Electric supply companies that secure their authority through 
a provisional order granted by the Board of Trade are not statu- 
tory companies but limited liability companies, and are organ- 
ized under the Companies Consolidation Act, 1908. There is no 
restriction on the borrowing power of a company organized 
under this act except such limitations as are contained in the 
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memorandum of association or in the articles of association 
adopted by the company. Usually the articles of association 
contain a limitation of the borrowing power. Such a limitation 
enables the company to secure funds on more favorable terms 
than would otherwise be possible. Moreover, the London Stock 
Exchange requires that a provision limiting the power of the 
directors to borrow shall be inserted in the articles of the com- 
pany^ as a condition to securing a quotation on the exchange. 
The regulations contained in the first schedule, section 73, of the 
Companies Consolidation Act, 1908, apply when no special 
articles of association have been adopted. These provide that 
the indebtedness of the company shall not at any time exceed 
the amount of the share capital without the sanction of the com- 
pany in general meeting. The company may, therefore, by 
ordinary resolution, increase this limit. The preference of in- 
vestors for bonds in companies in which the par value of the 
bonds does not exceed say 60 per cent, of the structural value of 
the plant is an influence which is as to English companies some- 
what effective in limiting the ratio of loan to share capital. 

5. Bond discount. Bonds may be issued at a discount, and 
there is no limitation or regulation of the amount of such dis- 
counts. In the case, however, of ordinary companies organized 
under the Companies Consolidation Act, 1908, a statement must 
be included in each balance sheet showing all commissions and 
discounts. Section 90 of the above act provides that commis- 
sions and discounts allowed in respect of any debentures shall 
be stated *' in every balance sheet of the company until the 
whole amount thereof has been written off." This provision 
evidently assumes, but does not require, a writing off or amorti- 
zation of discounts such as has been specifically required by the 
public service commissions of various states of this country. 
But public service companies other than electric supply com- 
panies are not subject to the provisions of the Companies Con- 
solidation Act. 

6. Discount on shares. Ordinary limited liability companies 
organized under the Companies Consolidation Act, 1908, may 
not issue their shares below par. A company may, however, 
pay a commission to any person as a consideration for subscrib- 

> Gore-Brown and Jordan, Handbook on Joint Stock Companies 1908, p. 521. 
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ing or securing subscriptions for the shares of the company, but 
the amount of commission thus paid or proposed to be paid shall 
be disclosed in the prospectus of the company or in the " state- 
ment in lieu of prospectus." ^ It is also provided that any sums 
thus paid in commissions " or so much thereof as has not been 
written off shall be stated in every balance sheet of the company 
until the whole amount thereof has been written off ". 

The prohibition in relation to the issue of shares at a discount 
does not, however, apply to statutory companies, and most of 
the public service companies are statutory companies. Statu- 
tory companies are subject to the provisions of the Companies 
Clauses Act. The Companies Clauses Consolidation Act, 1845, 
provided that shares should not be issued for less than their par 
value. The Companies Clauses Act, 1863, however, which sup- 
plements and amends the Act of 1845, repeals the provision 
against the issue of shares at a discount.^ Where gas and water 
shares are sold at public auction or tender as is now the rule in 
Great Britain, probably no great harm arises from their sale 
occasionally at a small discount, but unless the shares are sold 
in the open market the plan of issuing at a discount appears to 
have grave dangers. It seems, however, that under the above 
act power to issue original shares at a discount applies only to 
such shares as are acquired otherwise than by subscription." 
In practice it seems that shares are very rarely issued at a dis- 
count. The Board of Trade Returns giving information as to 
the capital of all the gas companies in the United Kingdom note 
but two cases in which companies have issued shares at a dis- 
count: The Aldershot Gas, Water and District Lighting Com- 
pany and the Uxbridge Gas Company. In both cases the amount 
of the discount was very small. ^ 

7. Payment of interest out of capital. Judge Warrington de- 
cided in 1906 in the case of Hines v. Buenos Aires Grand Na- 
tional Tramways, 2 Ch. 654, that, where a company borrowed 
money to construct permanent works, the interest paid during 
the period of construction might properly be treated as part of 

1 Companies Consolidation Act, 1908, i 89. 

* For cases involving this point see Webb v. Shropshire Rys. Co., 1893, 3 Ch. 307; 63 
L. J. Ch. 80; 69 L. T. 533; Stratham v. Brighton, etc., Pier Co., 1899, 1 Ch. 199; 68 L, 
J. Ch. 172; 80 L. T. 73. 

■ Sec Stratham v. Brighton, etc., Pier Co., above cited. 

* Gas Undertakings in the United Kingdom, Companies, Return for 1910, Board of 
Trade. 
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the cost of construction and charged to capital.^ This decision 
relates to interest on borrowed money, but the principle is ex- 
tended by the Companies Act, 1907, § 9, and the Companies 
Consolidation Act, 1908, Ch. 69, § 91. By that section, where 
any shares of the company are issued for the purpose of raising 
money to defray the expenses of the construction of any works 
or buildings or the provision of any plant which cannot be made 
profitable for a lengthened period, the company may pay interest 
on such shares and charge it to capital as part of the cost of 
construction, but subject to restrictions as follows: (i) The 
payment can only be made if authorized by the articles of asso- 
ciation or by special resolution and with the express sanction 
of the Board of Trade; (2) the payment shall be only for such 
period as may be determined by the Board of Trade and not 
extending beyond the half year succeeding that in which the 
works are completed; (3) the rate of interest shall in no case 
exceed four per cent.; (4) the accounts of the company must 
show the share capital on which and the rate at which interest 
has been paid out of capital during the period to which the 
accounts relate. 

The above provisions in the Companies Consolidation Act, 
1908, do not apply for the most part to public service companies, 
as such companies are largely regulated by special act. They do 
apply, however, to electric supply companies whose powers of 
supply are granted by a provisional order of the Board of Trade, 
and similar provisions have been incorporated in certain railway, 
light railway and electric power special acts. The Model Rail- 
way Bill 2 has a clause which is allowed in the case of new 
railway companies, granting power to pay interest out of capital 
in the following terms : 

Notwithstanding anything in this Act or in any Act or Acts incorporated 
herewith the Company may out of any money by this act authorized to be 
raised pay interest at such rate not exceeding four pounds per cent, per 
annum as the directors may determine to any shareholder on the amount 
from time to time paid upon the shares held by him from the respective times 
of such payments until the expiration of the time limited by this act for the 
completion of the works by this act authorized or such less period as the 
directors may determine, but subject always to the conditions hereinafter 
stated (that is to say). 

^ Gore-Brown & Jordan, Handbook on Joint Stock Companies, 1908, p. 283. 
* Model Bills and Clauses, House of Lords. 1911. 
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(a) No such interest shall begin to accrue until the Company shall have 
deposited with the Board of Trade a statutory declaration by two of the 
directors and the Secretary of the Company that two-thirds at least of the 
share capital authorized by this act in respect of which such interest may be 
paid has been actually issued and accepted and is held by shareholders who or 
whose executors, administrators or assigns are legally liable for the same: 

(b) No such interest shall accrue in favor of any shareholder for any 
time during which any call on any of his shares is in arrears : 

(c) The aggregate amount to be so paid for any interest shall not exceed 

pounds and the amount so paid shall not be deemed share capi- 
tal in respect of which the borrowing powers of the Company may be exer- 
cised, but such borrowing powers shall be reduced to the extent of one-third 
of the amount paid for interest as aforesaid: 

(d) Notice that the Company has power so to pay interest out of capital 
shall be given in every prospectus, advertisement or other document of the 
Company inviting subscriptions for shares and in every certificate of shares : 

(e) The half-yearly accounts of the Company shall show the amount of 
capital on which and the rate at which interest has been paid in pursuance 
of this section. 

Save as hereinbefore set forth no interest shall be paid out of any share or 
loan capital which the Company are by this or any other act authorized to 
raise to any shareholder on the amount of the calls made in respect of the 
shares held by him, but nothing in this act shall prevent the Company from 
paying to any shareholder such interest on money advanced by him beyond 
the amount of the calls actually made as is in conformity with the Com- 
panies Clauses Consolidation Act, 1845. 

Unless special provision has been inserted in the company's 
act similar to the above, a gas, water or railway company has no 
authority to pay interest out of capital. For, under the Com- 
panies Clauses Consolidation Act, 1845, it seems to be held that 
dividends may not be paid out of borrowed money, and that 
interest on debentures may not be charged to capital account.^ 

8. Capitalization of surplus. A few gas and water companies 
have from time to time secured from Parliament special author- 
ity to capitalize improvements made out of surplus profits. This 
has usually been granted on the theory that the company having 
invested profits available for dividends in improvements prop- 
erly chargeable to capital, fully paid stock may be equitably 
issued to the shareholders to reimburse them for the dividends 
they have foregone. In such cases, however, the new shares 

»Sce Bloxam v. Metropolitan Railway Company, 3 Ch. 337; 18 L. T. (N. S.) 41; 16 
W. R. 490 (1868). 
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have usually been limited to a low rate of dividend, the theory 
presumably being that a dividend should be allowed only at 
such rate as equals the return basis upon which the company's 
shares would have sold in the market. Thus if, at the time the 
improvements in question were made, the company could have 
sold new shares on a five per cent, return basis, the shares now 
issued will be restricted to a five per cent, return. In this con- 
nection, it is important to bear in mind that the dividends of 
gas and water companies are limited, and it is in general only 
in cases where the company has paid a dividend lower than that 
to which it was legally entitled and has applied the surplus 
profits to permanent improvements, that it has been allowed 
later to capitalize such payments. ^ Though the above is the 
general rule, there are doubtless some cases where a company 
has in fact paid its statutory dividend and has nevertheless been 
allowed to capitalize certain surplus profits. In such case, how- 
ever, it seems that the request has been allowed with reference 
to only a portion of the cost of the improvements in question. 
This seems no more than fair because a sliding scale company 
that is paying its statutory dividend could only secure a portion 
of any excess profits earned, as it would have to decrease the 
price of gas before it could pay a larger dividend. In recent 
years authorization for a capitalization of surplus has been very 
rare. Some of the larger companies, at least, are doubtless mak- 
ing considerable capital expenditures out of earnings, but it 
does not seem that they would think of asking Parliament for 
permission to capitalize such expenditures, and such a request 
would probably be turned down by Parliament if made. The 
question, however, comes up sometimes in connection with a 
gas company that has been supplying gas without special statu- 
tory authority, and comes before Parliament to be incorporated 
as a statutory company with enlarged powers. Such a case is 
that of the Omagh Gas Act, 1901, i Edw. VII, Ch. 13. This act 
recites in its preamble as follows: 

And whereas the share capital of the Company formed as aforesaid con- 
sisted in the year 1879 of one thousand shares of five pounds each : 

And whereas the said Company has not since increased its nominal capital 
but has applied all the profits of the undertaking after payment of dividend 

> See Report from the Select ComaiittM on. the London (City) Corporation Cms, etc., 
Bills, 1866, No. 270, p. 257. 
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at the rate of five pounds per cent, per annum upon the said sum of five 
thousand pounds towards the construction and renewal of gas works and 
other purposes to which capital is properly applicable : 

And whereas it is estimated that the capital value of the undertaking in- 
cluding the improvements made out of revenue is not less than ii2,ooo. 

The act accordingly authorizes the new company to issue 
ii2,ooo as the original capital. Such original capital is, how- 
ever, given a standard dividend of but five per cent., whereas 
ordinarily the original capital has a standard or maximum divi- 
dend of seven or ten per cent. In 191 1 the Luton Gas Company 
had outstanding securities to the par value of £60,710. Certain 
of the shares issued had been sold under the auction clauses for 
more than the par value, and a premium of £16,478 had been 
realized in this way. In 191 1 the company came to Parliament 
asking for additional capital powers including authority to capi- 
talize betterments made out of earnings in past years to the 
extent of £90,571. The company did not ask, however, that such 
amount should be considered as part of the capital of the com- 
pany entitled to dividend. The company was accordingly au- 
thorized to create the above amount of additional capital with 
the proviso that such capital should not be entitled to a divi- 
dend. At this time, therefore, the company had expended in 
betterments out of earnings an amount equal to one and one- 
half times its actual capitalization. The capitalization of the 
company at the time amounted to but 3s. 7d. (87 cents) per 
1,000 cu. ft. of gas sold, which is a very low figure even for 
English companies. 

Matthews in his " Public Regulations of Gas Companies in 
Great Britain and Ireland " summarizes the practice in relation 
to capitalization of surplus as follows (at pages 45-46) : 

On the other hand, some of the companies in the early days contented 
themselves with declaring small dividends, put the rest of their earnings into 
plant, and thus managed to accumulate, in the course of time, a surplus or 
excess of assets over capital. Some of the companies in this condition pro- 
cured from Parliament authority to capitalize this surplus by issuing stock 
to the amount that they could show had been taken from earnings and put 
into the plant. The practice in the case of these applications is understood 
to have been to require the Company not only to show that it had expended 
the amount it claimed to have taken from income and put into plant, but also 
to show that the total value of the existing assets exceeded by that amount 
the existing capital ; but it may well be doubted whether this second condi- 
tion was strictly met by the companies, which have generally been permitted 
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to issue stock for a part only of the money thus diverted from dividends. 
This class of stock is also usually limited to a rate of dividend, maximum 
or standard, less than the ten per cent, allowed on original subscription 
stock. 

This practice has long since ceased, at least for the larger companies; no 
large amount of asset capital having been authorized since the 36,500 pounds 
of five per cent, stock allowed in the Lincoln Gas Act, 1873, and the 48,000 
pounds of six per cent stock allowed in the Isle of Thanet Gas Act, 1877. 
The Gas Light and Coke Company sought permission in 1867, and again in 
1868, to capitalize 360,000 pounds of money alleged to have been taken from 
earnings and put into its works; but the application was rejected. It may be 
assumed that no authorized company of any considerable size would be per- 
mitted at the present time to capitalize its surplus, except under very 
unusual circumstances. 

9. Conversion of capital. In gas and railway undertakings 
nominal additions to capital account through the conversion of 
high dividend stocks into larger amounts of low dividend stocks 
has been availed of to a considerable extent. Such a conversion 
can only be made by a statutory company with the express 
approval of Parliament. For example, a company having a ten 
per cent, stock, the market value of which is £250, secures 
authority to convert its stock into stock of two and a half times 
the par value of the existing stock, thus making the market 
value of each share approximately the same as the par value. 
The holder of each share of the unconverted stock receives two 
and one-half shares of the new issue. The total dividend, how- 
ever, received on his two and one-half shares remains exactly 
the same as the dividend formerly received on one share. 
Matthews gives the following account of the development of 
stock conversion as applied to gas companies:^ 

Beginning with the Pudsey Gas Act of 1887, it has been the practice of 
Parliament to permit companies entitled by law to a dividend of 10 per cent, 
or less, whether under the maximum dividend system or the sliding scale, to 
convert their capital to a lower basis of dividend, usually 3 to 5 per cent, (the 
converted rates vary between 7 and 3 per cent., 7 per cent, in i case, 5 per cent, 
in 37 cases; 5 and 4 per cent, (for different classes of stock) in 4 cases; 5 and 
354 per cent, in 4 cases; 5, 35^ and 3 per cent, in i case; 4 per cent, in 3 
cases; 4 and 354 per cent, in i case; 4, 354 and 3 per cent, in 2 cases, and 3 
per cent, in i case) by issuing for each share of existing stock the number 
of shares in the new stock which, at the new rate, will return an equal income. 
The other acts of this sort prior to 1896 were the Bristol Gas Act, i80i, the 



1 Matthews, Public Regulation of Gas Companies in Great Britain and Ireland, 1905, 
p. 53. 
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Plymouth and Stonehouse Gas Act, 1894, and the Scarborough Gas Act, 1895. 
Down to January i, 1904, fifty-four companies had procured acts of Parlia- 
ment conferring this privilege, including the three London companies. (Four 
more conversion acts were passed in 1904 and three in 1905.) 

There does not appear to have been much opposition to the passage of the 
earlier conversion acts, but the application of the South Metropolitan in 1895 
for this privilege was defeated by the London County Council. The act 
passed, however, the following year ; and the principle of conversion may now 
be said to be a fixture in English gas legislation, as is sufficiently indicated 
by the course of legislation on this subject, which by the end of the parlia- 
mentary session of 1903 had been applied to companies selling over 57 per 
cent, of all the gas distributed in the United Kingdom. 

The report of the Massachusetts special committee on the 
London sliding scale made in 1906 states that the earliest prece- 
dent for stock conversion was in the act of the Nottingham Gas 
Company in 1853. 

In permitting stock conversion the parliamentary theory 
seems to have been that the public interest is not materially 
affected by a multiplication of the existing stock with a propor- 
tional decrease in the authorized dividend. The arguments for 
stock conversion may be stated as follows: 

(i) A comparatively low dividend stock will bring a rela- 
tively higher market price than a high dividend stock. The low 
dividend stock may be sold at a price that will yield to the 
investor, say, one-quarter per cent, less than a stock carrying 
double the dividend. Matthews, in the pamphlet above cited, 
gives a number of instances in which stock conversion has re- 
sulted in a considerable increase in the market value of the con- 
verted stock as compared with that of the same stock before 
conversion. To the existing shareholder, therefore, conversion 
is sometimes a decided advantage. It is not clear, however, 
that any similar advantage is secured by the consumer or the 
public. The argument has been advanced that, under a system 
of limited dividends and the auction clauses, the conversion of 
stock enables the company to secure a better price for any addi- 
tional capital that it may have to raise. It has not been cus- 
tomary, however, to authorize a company to issue additional 
capital with the same standard or maximum dividend as that 
allowed on the original capital. In authorizing the issue of new 
capital it is customary to prescribe that it shall be issued with a 
standard or maximum dividend of seven per cent., five per cent, 
or four per cent., and this may, of course, be done regardless of 
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whether the original ten per cent, shares have or have not been 
converted into lower dividend shares. Under this practice of 
issuing stock entitled to various rates of dividend, it would seem 
that new shares could be issued at a dividend rate that would 
make their market value not too much above par, and to accom- 
plish this it is not necessary to bring about a general conversion 
of all the shares already issued. 

(2) Another argument in favor of conversion is based on the 
fact that, under the auction clauses, certain premiums have been 
received in the past which are not now included in the capital 
of the company, and that, therefore, th^ capital on which a 
dividend is paid is less than the actual capital invested. This 
leads the public to believe that the company is earning a larger 
profit than is actually the case. If the company is paying a ten 
per cent, dividend and issues additional shares bearing a ten per 
cent, dividend, it will receive under the auction clauses a capital 
to the amount of, say, £200 for every iioo by which its nominal 
capital is increased. As a matter of fact, however, compara- 
tively few gas companies issue additional capital at ten per cent. 
They are usually authorized to issue additional capital at seven 
per cent, or five per cent., and the total premiums received by the 
companies through the operation of the auction clauses has 
never represented a very large percentage of the total capital 
charges. If the public prior to conversion were in fact likely to 
under-estimate the real capital engaged in the undertaking, the 
multiplication of capital as a result of conversion doubtless leads 
the public to greatly over-estimate the capital employed and to 
greatly under-estimate the real profits secured by the share- 
holders. The desire to cover up the large dividends which the 
original capital was receiving was doubtless one of the strong 
reasons that led the companies to favor conversion. The nom- 
inal capitalization of the three London gas companies has been 
increased by conversion by £18,211,084, while the amount that 
these companies have realized through premiums on the sale of 
their shares has been but £2,336,490. Thus the increase of capi- 
talization through the conversion of capital has been enormously 
greater than the amount of premium realized on the sale of 
shares. 

From another point of view, it is important both to the public 
and to the industry that the actual profits received on the orig- 
inal shares should not be made to appear less than they really 
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are. High dividends will tend to encourage investment in simi- 
lar enterprises, and when the public actually pays such divi- 
dends, partially at least, with a view to such encouragement it 
is a mistake to conceal them by the conversion process. It 
seems that investment in an industry may be actually discour- 
aged by the low nominal dividend rates produced by stock 
inflation. 

It is to be noted that in England the conversion of gas shares 
by doubling or trebling the par value has always been accom- 
panied by a proportional reduction of the dividend rate of a 
maximum dividend company and by a proportional reduction 
both of the dividend and of the sliding scale ratio in the case of 
a sliding scale company. Thus a company with a ten per cent, 
dividend and a sliding scale ratio of one-quarter per cent, in- 
crease in dividend for every penny reduction in price, would, 
after a doubling of the capital, have a standard dividend of five 
per cent, and an increase of one-eighth per cent, for every penny 
reduction in price. 

10. Conversion of loan capital into share capital. Under the 
Companies Clauses Consolidation Act, 1845, § S6, companies 
were authorized to permit the conversion of loan capital into 
share capital. It is entirely inconsistent with a system of 
limited dividends to permit a company to convert its low-divi- 
dend debenture stock or bonds into high-dividend shares. If 
the loan capital is in fact held by the existing shareholders, it is 
only another way of increasing their real profits beyond the 
statutory amount. Accordingly, in all gas and water acts this 
power is now either taken away altogether, or the dividends 
upon the converted shares are limited to five per cent. The 
inclusion of this provision is enforced by Standing Order 109 of 
the House of Lords, which provides as follows: 

In any Bill by which the profits of any company are limited, provision 
shall be made that the Company shall not have power to raise the money by 
the Bill authorized to be borrowed on mortgage or any part thereof by the 
creation of shares or stock instead of borrowing or to convert into capital 
the amount borrowed under the provisions of the bill, or any part thereof, 
unless in either case all dividends upon the shares or stock, whether ordinary 
or preferential, are limited to a rate not exceeding five pounds per centum 
per annum. 
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CHAPTER III 
SALE OF SHARES AT PUBLIC AUCTION OR TENDER. 

1. General statement 

2. Model auction clause. 

3. Standing orders of Parliament. 

4. Early development of auction method. 

5. Application of auction method to London gas companies, 1876. 

6. Memorandum of Board of Trade, 1876. 

7. Exceptions to auction clause, 1879- 1901. 

8. Application of auction clause to water supply companies. 

9. Application of the auction clause to loan capital. 
ID. Sample advertisement of auction sale. 

11. Sample advertisement of sale by tender. 

12. Amount of premium realized under auction clauses. 

13. Experience of Bristol — Low capital charges. 

14. Satisfactory experience — Methods of application. 

15. London auction miarket. 

16. Failure to apply auction method to other than gas and water companies. 

17. Advantages of auction method. 

18. Relation of commission regulation to applicability of auction method. 

19. Difficulty arising from lack of local market. 

20. Advantage of tender over auction method where investors are widely 

scattered. 

21. Difficulty in reaching small investor. 

22. Special provision for sale to employees and consumers. 

23. Objection that capitalization will not correspond with amounts actually 

paid in. 

24. Objection that method cannot be successfully applied to large under- 

takings. 

25. Objection that it will do away with the services of the underwriter. 

26. Objection that it permits outsiders to buy for control purposes. 

27. Objection that sale at a premium may morally bind the public to base 

rate regulation on a fair return on the market value of outstanding 
securities. 

28. Objection that a bonus to existing shareholders is needed as an incen- 

tive to improvement. 

1. General statement. At present gas and water companies 
in Great Britain are generally required to raise any additional 
capital needed under the provisions of what are known as the 
auction clauses. New shares are sold at public auction, or the 
public is invited to make tenders for the same. The theory is 
that they shall be sold at their present market value, and that 

[37] 
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any premium above their par value shall be used for improve- 
ments or extensions, but shall not serve to increase the nominal 
capital upon which dividends are paid. Before offering the 
shares at auction or tender, the company must fix a reserve 
price and send the same in a sealed letter to the Board of Trade. 
The company may, however, and usually does, make public the 
reserve price prior to the receipt of bids or tenders. Shares not 
sold at the reserve price may be offered at such price to the 
company's shareholders, employees and consumers. Any shares 
then remaining unsold may be again offered for sale at public 
auction or tender, and the shares then remaining unsold " may 
be otherwise disposed of at such price and in such manner as 
the directors may determine for the purpose of realizing the 
best price obtainable." This method does not, of course, apply 
to the original capital. The company is authorized to issue such 
amount of capital as is estimated will be required for the initial 
establishment of the enterprise under the ordinary methods of 
subscription or payment for material or services, but each 
special water and gas act or order contains a so-called auction 
clause regulating the issue of additional capital. 

2. Model auction clause. The model auction clause which is 
now used in the special acts and orders of gas and water com- 
panies is as follows:^ 

All shares or stock created under the powers of this act shall be issued in 
accordance with the provisions of this section. 

All shares or stock so to be issued shall be offered for sale by public auc- 
tion or tender in such manner, at such times, and subject to such conditions 
of sale as the company shall from time to time determine. Provided as 
follows : 

(a) Notice of the intended sale shall be given in writing to the town clerk 
of and to the secretary of the London Stock Exchange at least 
twenty-eight days before the day of auction or the last day for the reception 
of tenders as the case may be, and shall also be duly advertised once in each 
of two consecutive weeks in one or more local newspapers circulating within 
the said borough : 

(b) A reserve price shall be fixed and notice thereof shall be sent by the 
company in a sealed letter to be received by the Board of Trade not less 
than twenty-four hours before, but not to be opened till after, the day of 
auction or last day for the receipt of tenders as the case may be : 

* Model Bills and Clauses, House of Lords, 1911, S 15. 
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(c) No lot offered for sale shall comprise shares or stock of greater nomi- 
nal value than one hundred pounds : 

(d) In the case of a sale by tender no preference shall be given to one of 
two or more persons tendering the same sum; in the case of a sale by 
auction a bid shall not be recognized unless it is in advance of the last pre- 
ceding bid : 

(e) It shall be one of the conditions of sale that the total sum payable 
by the purchaser shall be paid to the company within three months after the 
date of the auction or of the acceptance of the tender as the case may be. 

Any shares or stock which have been so offered for sale and are not sold 
may be offered at the reserve price to the holders of ordinary shares or 
stock of the company in accordance with the provisions of sections 18, ig 
and 20 of the Companies Clauses Act, 1863, and to the employees of the 
company, and to the consumers of gas supplied by the company, in such 
proportion as the company may think fit or to one or more of these classes 
of persons only; provided in the case of an offer to holders of shares or 
stock, that if the aggregate amount of shares or stock applied for shall exceed 
the aggregate amount so offered as aforesaid the same shall be allotted to 
and distributed amongst the applicants as nearly as may be in proportion to 
the amounts applied for by them respectively. 

Any shares or stock which have been offered for sale in accordance with 
subsection (2) or with subsections (2) and (3) and are not sold, shall be 
again offered for sale by public auction or by tender in accordance with the 
provisions of this section, and any such shares or stock then remaining unsold 
may be otherwise disposed of at such price and in such manner as the 
directors may determine for the purpose of realizing the best price obtainable. 

As soon as possible after the conclusion of the sale or sales, the company 
shall send a report thereof to the Board of Trade, stating the total amount 
of the shares or stock sold, the total amount obtained as premium (if any) 
and the highest and lowest prices obtained for the shares or stock. 

3. Standing orders of Parliament. The standing orders of 
Parliament now provide for the inclusion of the auction clauses 
in every bill authorizing a gas or water company to raise addi- 
tional capital. The following is the provision in the Standing 
Orders of the House of Common?, 191 1, § 188: 

In every bill by which an existing gas or water company is authorized to 
raise additional capital, provision shall be made for the offer of such capital 
by public auction or tender at the best price which can be obtained, unless 
the committee on the bill shall report that such provision ought not to be 
required with the reasons on which their opinion is founded. 

4. Early development of auction method. The practice of 
selling new issues of gas stock at public auction is stated to 
have been started by the voluntary action of the Nottingham 
Gas Co. in 1844 or 1845. ^ In 1847 Parliament inserted a clause 

' Report from the Select Committee on the Metropolis Gas Companies Bill, 1875, No, 
281, p. 214. 
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in the gas act of the Ashton-under-Lyne Co. requiring the sale 
of new shares at auction. Between 1847 and 1875 similar man- 
datory clauses were inserted in 24 gas acts ; in six acts one-half 
of the authorized issue of new capital was put under the auction 
clause; in one act one-third of the authorized additional capital 
was put under the auction clause; in 20 acts the use of the 
auction clause was made optional. Apparently during this 
period the insertion of the auction clause was exceptional. In 
the large majority of the acts passed there was no mention of 
it whatever. 1 

5. Application of auction method to London gas companies, 
1876. When the London gas companies were under investiga- 
tion by Parliament in 1874-1876 with a view to the adoption of 
a more satisfactory method of regulating their rates of charge, 
the desirability of converting into a permanent rule the previous 
occasional practice in regard to the sale of new shares at auction 
or tender was strongly recommended by the Board of Trade. 
At that time the London companies were restricted to a divi- 
dend of ten per cent, and since the abandonment of competition 
had usually been able to pay their full maximum dividend. 
They were authorized under the terms of their special acts or 
required under the terms of the Companies Clauses Consolida- 
tion Act, 1845, to allot new shares to their existing shareholders 
at par.2 When subsequent to i860 the companies were able to 
pay their full statutory dividend of ten per cent, the share- 
holders' rights or premiums on the issue of new shares became 
very valuable. It was believed that this method of raising capi- 
tal was not only very uneconomical, but offered a special induce- 
ment to the unnecessary inflation of capital. Moreover, the 
bonus received by the shareholders was in the nature of a stock 
dividend, and, inasmuch as the laws contemplated that the divi- 
dend should be restricted to ten per cent., the issue of shares at 
par served in a measure to nullify the limitation of the dividend. 

6. Memorandum of Board of Trade, 1876. T. H. Farrer, 
Secretary of the Board of Trade, in a memorandum of the board 
on the Metropolitan gas bills, transmitted to the House of 
Lords, July 25, 1876, refers to this question as follows: 

' ' ' ' ' i 

* Precedents in Private Bill Legislation Affecting Gas and Water Undertakings, .G. W. 
Stevenson, London, 1879. 

* Section 58 of the Companies Clauses Consolidation Act, 1845, requires new shares if 
at a premium to be offered to' the existing shareholders at par, but the Companies Clauses 
Act, 1863, section 17, gives the company discretion in this matter. 



Digitized by VjOOQ IC 



Sale of Shares at Auction 41 

Mr. Cardweirs bill of 1868 also enabled the Chartered Company to raise 
additional (nominal) capital of 437,280 pounds with a dividend of 10 per cent. 
This example was followed in the further act of 1872, which enabled the 
same company to raise additional share capital to the amount of 1,212,720 
pounds as preference shares, with a 5 per cent, dividend, convertible at the 
option of the holder into ordinary capital at 10 per cent. Another act of 1869 
enabled the Imperial Company to raise fresh share capital to the amount of 
975,000 pounds at 7 per cent.; and a further bill of 1869 enabled the South 
Metropolitan Company to raise additional share capital to the amount of 
250,000 pounds at 10 per cent. Under the rules adopted and enforced by the 
Parliamentary authorities the companies have not been allowed, even if so 
disposed, to raise by borrowing more than one-fourth of the amount raised 
as share capital; and the whole of this new share capital must, according to 
the Companies Clauses Act, have been offered to the existing shareholders 
at par. 

The Board of Trade has no precise information as to the dates at which, 
or as to the amount of premium at which these amounts of new capital have 
been raised and issued. But taking the average of the premiums quoted in 
the share lists during the period in question, it would appear that the effect 
of the above legislation has been to put from a million and a half to two 
millions into the pockets of the existing shareholders in the companies, and 
to charge this sum on the gas consumers without any quid pro quo what- 
ever. If Parliament had required the necessary capital to be raised on the 
lowest terms either by borrowing or otherwise, the whole of this sum would 
have been saved. Nor is this all. Such a system not only charges on the 
consumer capital from which he derives no benefit, but is a direct inducement 
to the companies to raise capital unnecessarily, an inducement against which 
the vigilance of Parliament is and must be an insufficient safeguard. It is 
to be remembered that these results (which would appear still more striking 
if the capital raised before 1868 were taken into consideration) have arisen 
from the action of Parliament in authorizing capital to be raised at 10 and 7 
per cent, in refusing to allow more than a quarter of new capital to be 
raised by loan, and in requiring all new capital to be offered to existing 
shareholders at par. It is not surprising that such a system should lead to 
discontent on the part of the consumers of gas. 

The memorandum then states that, in view of the above facts, 
an auction clause was inserted in the bill of the Gas Light & 
Coke Company then pending (1876) and that "it is to be ex- 
pected that the precedent thus set will be followed in all future 
bills for new capital, and the present extravagant mode of rais- 
ing new capital and of encouraging the companies to raise it 
unnecessarily will thus be put an end to." The auction clauses 
were accordingly inserted in the acts which applied the sliding 
scale to the Gas Light & Coke Company and to the South 
Metropolitan Gas Company in 1876. 
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7. Exceptions to auction clause, 1879-1901. During the 
period 1875-1878 the auction clause was inserted in all gas bills 
with three exceptions. In 1878 standing order No. 140a of the 
House of Lords required the insertion of the auction clause in 
all bills. During the period 1879-1901 exceptions to the auction 
clause requirement were made in 19 cases. These exceptions 
have been in the case of small companies, and their justification 
has probably been that the shares if put up at auction or tendei 
would not bring par. For example, the Filey Water and Gas 
Company was excepted from the auction provisions in 1891. 
At that time the stock of the company was below par and the 
profits had averaged only three per cent, for the last five years.^ 

8. Application of auction clause to water supply companies. 

Prior to 1875 there were only one or two cases in which water 
companies had issued shares at auction, either voluntarily or in 
accordance with the requirement of their special act. During 
the period 1879-1887, 13 special acts were passed requiring water 
companies to issue new shares at auction. In 1888 standing 
order No. i88a of the House of Commons applied to water com- 
panies the same requirement as to sale of additional capital at 
auction as had hitherto been applied to gas companies. During 
the period 1889-1901 exceptions to this standing order were 
made in seven cases. In one of these cases the water works had 
not been completed. In another case the company did not sell 
water to the public. In another case the dividend was limited to 
three and one-half per cent, and in another case to four per cent. 
It seems that it may be stated quite confidently that since the 
adoption of these standing orders in regard to auction clauses 
no public company has been exempted unless it was perfectly 
clear that the company would not be able to sell its additional 
shares at more than par. 

9. Application of the auction clause to loan capital. The 

auction clause is usually applied only to shares, and not to the 
loan capital. It is, however, often applied to debenture stock 
and other loan capital, and in practice the method of sale by 
auction or tender is very often applied even where not required 
by the act. Of course the theory of limited dividends does not 
necessarily require the application of the auction system, for, 
even where bonds are at a premium, the law requires that they 

^ Precedents in Private Bill Legislation Affecting Gas and Water Companies, compiled 
by G. W. Stevenson and E. H. Burstal, London, 1879-1890 and 1891-1901. 
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be issued at their true or market value rather than at their 
nominal or par value. A company would have no right to allot 
to its shareholders at par bonds which were at a premium. 
Bonds must be sold either at private or public sale at their true 
or market value. As the auction clauses have evidently been 
applied to gas and water companies because the dividends of 
such companies are limited, there is not the same necessity for 
applying the auction clauses to issues of loan capital. Neverthe- 
less many companies do find it advantageous to apply this 
method in selling their loan capital, and, moreover. Parliament 
has in many cases required them to adopt this method. The 
companies find that the auction or tender method is the most 
economical method of floating new issues of either share or loan 
capital. 

10. Sample advertisement of auction sale. The following are 
copies of auction sale notices appearing in the Gas World of 
June I, 1912, and the Journal of Gas and Lighting of July 23, 1912 : 



By order of the Directors of the 
SOUTHEND WATER-WORKS COMPANY. 



New Issue of 1500 Pounds Four Per Cent . 
Perpetual Debenture Stock 
and 
500 Ten Pound New Ordinary Five Per 
Cent. Maximum Shares. 
MESSRS. A. & W. RICHARDS will sell the above 
by auction, at the Mart, E. C, on Tuesday, July 30, at 
Two o'clock, in Lots. 

Particulars of the Auctioneers, 18, Finsbury Circus, 
E. C. 



HODDESDON GAS AND COKE COMPANY, L'T'D. 

BRIDGMAN AND SON have been favoured with 
instructions from the Directors to sell by Auction, at 
the Bull Hotel, Hoddesdon, on Wednesday, 12th June, 
1912, at 6:30 p. m., precisely, in fifty lots, 

250 New Ordinary 5 Pound Shares in 
the Above Company. 

Particulars and conditions of sale may be obtained 
of Mr. S. Smithard, Secretary, Gasworks, Hoddesdon; 
Messrs. Barclay and Co., Limited, Bankers, Hoddes- 
don and Hertford; and of the Auctioneers, Hoddesdon, 
Herts. Tel.: 19, Hoddesdon. 
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In addition to the above notices published in financial and 
technical papers, the auctioneer prepares a pamphlet giving de- 
tailed information concerning the finances of the companies 
whose securities are to be sold at auction on a particular day. 
The sales by A. & W. Richards, of London, usually take place 
on Tuesdays. A sample circular of information is the 2S-page 
pamphlet issued by this firm giving the particulars and condi- 
tions of sale of gas and water securities on June i8, 1912. This 
particular pamphlet announces the sale of stocks and shares by 
order of the directors of four gas and water companies and also 
of certain stocks offered by individual owners. 

11. Sample advertisement of sale by tender. The Gas World 
of June I, 1912, and the Journal of Gas Lighting of July 23, 1912, 
contain the following notices of sale by tender: 



NEWPORT (Monmouthshire) GAS COMPANY 
Sale by Tender of 8,000 Pounds Consolidated (5%) 
Stock. Minimum Price, no Pounds per 100 Pounds 
Stock. 

The Directors invite Tenders for the Purchase of 
the above-mentioned Consolidated Stock of the Com- 
pany, in lots of 100 pounds each, to be paid up in full 
on or before 28th June, 1912. 

The Stock bears a maximum dividend of 5 pounds 
per cent, per annum. 

Full maximum dividends have been paid by the Com- 
pany for upwards of fifty years. 

Scaled Tenders must be delivered not later than Ten 
o'clock a. m. on Friday, the 14th June, 1912, to the un- 
dersigned, from whom particulars and conditions of 
sale may be obtained. 

By Order, 
Gas Offices, Newport, Mon., T. H. HAZELL, 

17th Miay, 1912. Secretary. 
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EXMOUTH GAS COMPANY. 

(Incorporated under the Exmouth Gas Acts, 
1865, 1882 and 1910.) 



SALE BY TENDER 

of 

4000 Pounds Five Per Cent. Consolidated 

Ordinary Stock, 

Being part of the additional Capital authorized by the 

Elxmouth Gas Act, 1910. 
The Directors Give Notice that they will be prepared to 

receive not later than Wednesday, the azst Day of 

July, 19x2, Sealed Tenders for 4000 Pounds Five Per 

Cent Consolidated Ordinary Stock of the Company. 

A Deposit at the rate of i pound for every 10 pounds 

of the Stock applied for must accompany the Tender, 

and the Balance of the Purchase Money is to be paid on 

the 14th day of August, 1912. 

Purchasers of Stock will be entitled to participate 
in the Dividends as from the ist day of August, 1912. 

The Minimum Price of issue will be 100 pounds per 
cent. 

The uniform rate of Interest payable on the Con- 
solidated Ordinary Stock of the Company under the 
provisions of the Exmouth Gas Act, 1910, is 5 pounds 
per cent, per annum, with the benefit of a power to in- 
crease under the operation of the provision of the 
Sliding Scale. 

Dividends on all classes of Stock (formerly Shares) 
at the full fixed rates authorized by the Company's Acts 
have been paid without intermission from the year 1887. 

Forms of tender and Particulars of Sale can be ob- 
tained on Application from the undersigned. 
By order of the Directors, 
JAMES T. FOSTER, 

Secretary and Manager. 
Gas Offices, Union Street, Exmouth, 
Devon, June 24, 191 2. 



These brief notices are supplemented by more extended state- 
ments of the finances of the company, the conditions of sale, the 
form of tender, etc., issued by the company and sent out quite 
widely to prospective investors. 

12. Amount of premium realized under auction clauses. The 

auction clauses were applied to the London gas companies in 
1876 and the insertion of the auction clause was made general by 
inclusion in the standing orders of Parliament in 1878. At this 
time, however, many companies had already secured large capi- 



Digitized by VjOOQ IC 



46 Public Service Companies in Great Britain 

tal powers that were not subject to the auction clause, and in 
some cases these powers exempt from the auction clause were 
sufficient to meet the needs of the companies for many years to 
come. In the case of the Sheffield United Gas Light Company, 
for example, new powers for the issue of shares have not been 
secured since 1866. It was authorized in that year to issue 
£350,000 in share capital. These shares were issued from time 
to time to the shareholders at par, though the dividend paid was 
from seven to ten per cent, and the market value of the shares 
must have been greatly in excess of the par value. The Board 
of Trade returns for Great Britain and Ireland show the follow- 
ing results as to premiums realized : 

Premium under Auction Clauses, Great Britain, 1910. 

Total present share and premium capital paid up . . , £76,797,028 

Total present loan capital issued 15,396,163 

Amount of capital sold under auction clauses by 

auction or tender 19,119,902 

Amount of premium realized by sale of shares 

under auction clauses 5,903,226 



In regard to the 76,000,000 of present share and premium capi- 
tal paid up it should be remembered that this amount has been 
very largely inflated by the doubling or trebling of capital 
through conversion. The amount of premium realized amounts 
to 30 per cent, of the par value of the capital sold under the 
auction clauses. The amount of premium realized is greatly 
reduced owing to the fact that high-dividend stocks have been 
converted into low-dividend stocks. The premium realized is 
also reduced owing to the fact that, where there has not been a 
conversion of high-dividend stocks into low-dividend stocks, 
additional capital is invariably issued at a lower rate of dividend. 
Though the original capital is entitled to a maximum or standard 
dividend of ten per cent., the maximum or standard dividend 
for additional capital will be fixed at seven per cent, or five 
per cent. 

Field's "Analysis of Gas Company Accounts, 191 1," shows the 
following results in the London Metropolitan District: 
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Premium under Auction Clauses, London and Suburban 
Companies^ 191 i. 

Total capital employed exclusive of nominal addi- 
tions through conversion of securities £26,841,698 

Total premiums realized under auction clauses 2,335,945 



13. Experience of Bristol — Low capital charges. One of the 

first companies to which the auction clause was applied was that 
of Bristol. In 1853 an act was passed to unite into one company 
the Bristol Gas Light Company and the Bristol and Clifton Gas 
Light Company and to enable the united companies to raise 
further capital.^ The capital of the consolidated company was 
fixed at £179,800 and it was authorized to raise £80,000 of addi- 
tional capital. It was provided, however, " that the said shares 
shall in the first instance be offered to sale by public auction in 
the city of Bristol after not less than fourteen days' notice of 
such sale, advertised once in not less than two papers published 
in the said city; and any premium paid for such shares shall be 
applicable to the general purposes of the company hereby incor- 
porated, but shall not be entitled to dividend." The £80,000 thus 
authorized was accordingly issued at auction and the premium 
received thereon amounted to £65,489. In 1873 the company 
came to Parliament for further powers and was authorized to 
issue additional shares to the amount of £250,000 subject to the 
same auction provision as that contained in the act of 1853. 
Under this authorization, the company sold shares amounting 
to £183,000 and received thereon a premium amounting to 
£144,983. By an act passed in 1891 the Bristol company was 
authorized to convert its maximum dividend ten per cent, shares 
into double the nominal amount of share capital limited to a 
maximum dividend of five per cent. Subsequent to such con- 
version the company has issued £369,000 of maximum dividend 
five per cent, shares at a premium of £56,978, and £207,870 of 
four per cent, debenture stock at a premium of £11,677. This 
company, therefore, subsequent to its original capital of £179,800 
in 1853 has secured all the additional capital required under the 
auction clauses and at a rate that makes its total dividend pay- 

» Bristol United Gas Light Company's Act, 1853, Ch. 14. 
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ments comparatively low. According to Field's "Analysis of 
Gas Company Accounts, 191 1/' the total charge for interest and 
dividends amounted to but 5.24 per cent, on the capital actually 
invested. 

In addition to the Bristol company, Field's "Analysis of Gas 
Company Accounts " shows a number of other companies in 
which low interest and dividend charges seem to have a direct 
relation to the application of the auction or tender method. The 
companies in which the payments for interest and dividends 
constitute the largest percentage on the capital invested are 
almost invariably those in which the auction clauses have not 
been extensively applied. The Commercial Gas Company of 
London has a total capital, exclusive of nominal additions 
through conversion, of £1,450,000. Of this amount only £138,280 
has been issued under the auction clauses. The present interest 
and dividend payments amount to 9.3 per cent, on the capital 
invested. This company came under the sliding scale in 1875 
but the auction clause was not applied to the company at that 
time. The other two London companies, the Gas Light & Coke 
Company and the South Metropolitan Gas Company, had the 
auction clause applied to them at the same time that they came 
under the sliding scale, 1876. The auction clause, however, was 
not applied to the Commercial Gas Company until it came to 
Parliament in 1902 for additional capital powers. Though the 
percentage charge for interest and dividends is comparatively 
high for most of the London and suburban companies it is 
highest of all in the case of the Commercial Gas Company. A 
similar comparison may be made between Newcastle and Shef- 
field. In the case of the Newcastle-on-Tyne Gas Co. the charge 
for interest and dividends amounts to but 5.1 per cent, on the 
invested capital, while in the case of the Sheffield United Gas 
Light Co. it amounts to 9.2 per cent. The Sheffield Company 
has a total capital of £970,000. Of this amount only £80,000 of 
debenture stock has been issued under the auction clauses. The 
Newcastle Company has a capitalization exclusive of nominal 
additions of £2,321,000. Of this amount £898,000 have been 
issued under the auction clauses upon which a premium of 
£378,000 has been realized. 
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14. Satisfactory experience — Methods of application. The 

testimony is practically unanimous that the sale of shares at 
public auction or by tender has been of great advantage to the 
gas and water industries. There has been absolutely no diffi- 
culty in raising all the capital needed. There is usually a good 
local market for gas and water securities. The securities are 
often sold at auction in the local market, or tenders are invited 
through circulars sent to the company's shareholders, consumers 
and employees and to other individuals known to be interested 
in this class of investment. An arrangement is sometimes made 
with security brokers by which the broker receives a small com- 
mission on all accepted tenders received on the blanks sent by 
such broker to his customers. The statute provides for the ad- 
vertisement of the proposed sale in certain journals. It often 
happens that the whole amount offered is not disposed of, and 
in such case the company would usually wait a few months and 
offer the remaining securities. If it is found that the reserve 
price has been fixed too high, it is reduced to correspond with 
what is believed to be nearer the actual market. Of course the 
market for securities must be watched quite closely in order to 
put out the securities at the most favorable time. Oft-times the 
best results are obtained by offering the securities in compara- 
tively small quantities. There are certain investors who will 
pay comparatively high for this class of investment. But at any 
given time the amount that will be absorbed by this sort of 
buyers is strictly limited. In order to get the best results, there- 
fore, a large issue must be split up and offered to the public 
from time to time as the market will absorb it on the most favor- 
able terms. 

15. London auction market. A very large share of the busi- 
ness of auctioning gas and water shares has been centralized in 
London in the hands of a single firm of auctioneers. Messrs. 
A. & W. Richards do an immense business of this character. 
They sell at The Mart in London securities for gas and water 
companies in the surrounding district and in fact from many of 
the remoter parts of the United Kingdom. Of course the local 
market for a company's securities is often much better than the 
London market. An investor will often pay comparatively 
higher for the shares of a local company concerning whose man- 
agement and prospects he has some first-hand knowledge than 
for the shares of a company located in some other town or city. 
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Nevertheless London is clearly the best place for the sale of 
shares in the towns of the surrounding district as the local in- 
vestor can easily go into London to attend the sale, and, more- 
over, the sale in London will reach a large clientele that would 
not be reached if the sale was held in the locality. 

16. Failure to apply auction method to other than gas and 
water companies. Though sale by auction or tender has proved 
unquestionably successful in the case of gas and water shares, 
there has apparently been no attempt to extend the principle to 
other public service companies. This is one of the frequent con- 
tradictions and apparent inconsistencies with which one so often 
meets in the study of British institutions. This difference is 
largely accounted for, however, by the fact that water and gas 
companies are practically the only companies whose dividends 
are limited by law. Where dividends are limited either by the 
fixing of a maximum dividend, or by the sliding scale system, it 
is essential that the real profits should not be augmented above 
those prescribed through the issue of shares to the stockholders 
at less than their market value. Of what importance is it to 
restrict the dividend if additional profits may in fact be dis- 
tributed to the shareholder in another form? This apparent 
inconsistency in the treatment of diflferent classes of companies 
is thus explained. The auction or tender system is essential to 
any system of control based on direct regulation of profits. It 
may also be desirable, but is not so clearly a requisite of other 
forms of control. 

Electric companies, railway companies and tramway com- 
panies can, if they choose, offer new shares to the existing share- 
holders at par, regardless of the fact that if offered in the market 
the new shares would bring much more than par. The usual 
practice, however, is not to take full advantage of this oppor- 
tunity. If the market value of a company's shares is 140 it may 
offer the new shares to its shareholders at 135 or 138 — a few 
points under the market price. This practice is not, however, 
universal, but it is, nevertheless, very much more the rule than 
it was years ago when the auction clauses were first generally 
introduced in the gas industry. It seems probable that their suc- 
cessful application to the gas industry had a strong influence in 
leading railway, tramway and electric companies to abandon the 
policy of offering new issues at par in favor of the more con- 
servative policy of offering them at only slightly und^r the mar- 
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ket price. There are cases, however, where the shareholders 
receive very substantial bonuses in the shape of " rights " to new 
shares. All of the public service industries in Great Britain 
would probably be benefited by the extension to them of the 
statutory requirement for the sale of shares at auction or tender. 
Generally speaking, it is more to the advantage of the permanent 
investor to receive his profits in the shape of ordinary dividends 
rather than in the shape of " rights " to an allotment of new 
shares. 

17. Advantages of auction method. It is merely ordinary 
business prudence to secure new capital as cheaply as possible. 
The issue of new capital at less than its market value amounts 
to substantially the same thing as the issue of a stock dividend 
which is prohibited by law in Great Britain and is now generally 
illegal in the United States. Both these devices serve practically 
the same end. They both serve to distribute large profits while 
maintaining a comparatively low dividend rate. A low-dividend 
rate is specially desired by a company that is subject to public 
regulation. A high-dividend rate invites popular criticism and 
possible regulation imposing new burdens or requiring a reduc- 
tion of existing rates of charge. Of course, the issue of a stock 
dividend, or the issue of new stock at less than its market value, 
are matters of public record and therefore might seem a poor 
way of covering up profits. But the memory of the public in 
regard to such matters is very short. A company may have in 
the past doubled or trebled its capital by means of stock conver- 
sion, stock dividends and the issue of new shares at less than 
their market value and still bear the reputation of performing 
its service for a very modest return, provided its dividend rate is 
low. It would seem to be an elementary principle of public regu- 
lation of public service companies that the real profits secured by 
the company should not be covered up by any sort of financial 
intricacies. 

The auction or tender method will of itself eliminate an im- 
portant cause of speculative fluctuations in the price of securi- 
ties. The shares of a company that follows the practice of 
issuing its high-dividend stock to its shareholders at par go up 
and down with every rumor in regard to new financing. The 
circulation of unfounded rumors of this kind is a favorite trick 
of the stock gambler. There comes a report that the company 
is going to " cut a melon " in the shape of a large issue of stock 
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to the shareholders at par, and the market price of the stock goes 
up in proportion to the credence given to the report and the size 
of the expected " melon." Then after the report is proved false, 
or in more exceptional cases after it has proved true, and the 
•' melon '* has been cut and apportioned, the stock again declines 
in price. Fluctuations of this kind attract the pure speculator, 
but they repel the permanent investor. And it is the permanent 
investor upon whom reliance must chiefly be placed for the funds 
to develop the utility industries in America. 

The auction or tender method enables a company to sell its 
securities from time to time as funds are needed. The amount 
offered for sale may be gauged by the actual needs of the next 
few months. Present methods do not lend themselves so well to 
the accomplishment of this desideratum. If shares were at a 
premium it would be very awkward to make allotments at fre- 
quent intervals of small blocks of new shares, too few in number 
to be conveniently distributed among the existing shareholders. 

18. Relation of commission regulation to applicability of 
auction method. Moreover, it must be assumed that the appli- 
cation of the auction clauses will go hand in hand with an 
efficient system of state commission regulation. The commis- 
sion will prescribe the accounting system and publish annually 
reliable information in relation to the financial condition of each 
company. In approving of each issue of securities it will make 
a thorough investigation and give added publicity to the factors 
upon which a judgment as to security values must be based. 
The prospective investor under the auction or tender method 
will therefore be able to bid more confidently. A great deal of 
the speculative element will be eliminated and a large class of 
investors will be attracted to this kind of securities. Under 
these conditions, the possibility of buying direct, of avoiding the 
middleman's profit, through the auction and tender method, will 
appeal strongly to many investors. 

Of course, if an undertaking is at present paying but a low 
dividend on its shares, it will be rather difficult to market a new 
issue of shares regardless of the method employed. But, on the 
other hand, if the company is at present paying a high dividend 
and its shares are consequently at a premium, it would seem that 
there would ordinarily be a ready market for a conservative 
issue of additional shares. There is no question that they could 



Digitized by VjOOQ IC 



Sale of Shares at Auction 53 

be sold to the public under either the auction or tender plan at 
considerably above par. And anything that is realized above 
par is a pure gain over the method of allotment at par. 

19. Difficulty arising from lack of local market. There are 
to be sure differences in conditions between the United States 
and Great Britain which may possibly affect the working of a 
given system of company finance. For one thing, in Great 
Britain the investor and the investment are in close juxtaposi- 
tion. Undertakings are often, or usually, locally financed. There 
is less need in general for the services of the financial middle- 
man or broker. Of course there are large communities in the 
United States where public service industries are locally fin- 
anced, but there are other larger districts that must draw their 
capital from afar. How does this fact affect the applicability of 
a system of sale of new shares at public auction or tender? How 
would it apply to an undertaking in a city in Oklahoma that 
must draw its funds from the accumulations in the East? In 
the first place, we may recall that it is not proposed to apply 
the auction or tender method to the original financing of an 
undertaking, but merely to the new capital required from time 
to time. Existing investors in the enterprise will, of course, 
have the information that will permit them to bid or tender 
intelligently on the new stock. Circulars may be issued and 
statements published for the information of the general invest- 
ing public. If necessary a commission may be paid to a firm of 
bankers in New York or other financial center to make it worth 
their while to look into the proposed issue and to advise their 
clients in regard to it. By this means it seems certain that a 
company, wherever located, would be able to secure a fair price 
for its securities. The existing shareholders would not stand 
by and see new shares sold to outsiders at much below their real 
value, and outside investors would see that the insiders were 
required to pay something like full value for all the shares they 
got. 

20. Advantage of tender over auction method where investors 
are widely scattered. Where possible investors are widely scat- 
tered as they are in the United States a system of sale at auction 
has manifest disadvantages as compared with the method of sale 
by tender. Possible investors may be thousands of miles away 
from the proposed auction sale and their personal attendance is 
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thus rendered impracticable. They could be represented by 
their agents or brokers, but this expedient would not usually be 
availed of. In London the difficulty of personal attendance is 
in a measure obviated by the confidential relation which the 
leading firm of gas and water securities auctioneers holds to a 
large clientele of investors. The auctioneer includes in the cir- 
cular advertising a particular sale a note that any intending 
bidder who so desires may send him the necessary instructions 
and he will act as agent in bidding for him. So strong is their 
confidence in the fair dealing of the auctioneer that many in- 
vestors at a distance and other investors who for any reason do 
not wish to bid in person, instruct the auctioneer to bid for 
them. This, however, is a favoring circumstance that cannot be 
counted on in legislating for another country. For the United 
States it seems that in general the system of public tender has 
advantages over the auction system. Nevertheless there will be 
occasions and places, especially in the East, where sale at 
auction will have advantages. There can be no harm in author- 
izing both methods as is done in England, and permitting the 
company to select in each case the one that seems best suited 
to its needs. 

21. Difficulty in reaching small investor. In England there 
has been little difficulty in getting the small and permanent in- 
vestor to submit bids or tenders. In practically all cases the 
sale is made direct to the permanent investor. Brokers and 
bankers do not make purchases at these sales with a view to 
selling later at a profit to the permanent investor. They find 
that they cannot purchase at a price that will permit them to 
retail at a profit. This is a convincing proof of the success of 
the system. The shares are sold direct to the permanent in- 
vestor. Nevertheless it would seem that the small and relatively 
uninformed potential investor would be discouraged from mak- 
ing a bid or tender for fear of seriously misjudging the real 
worth of the securities offered. This tendency is lessened by the 
practice of certain companies of stating the reserve price in their 
invitation for tenders. The reserve price is also usually stated 
by the auctioneer before the sale opens. As the reserve price is 
almost invariably within a few points, at most, of the average 
price received at the sale, it gives the uninformed bidder a very 
good clue. 



Digitized by VjOOQ IC 



Sale of Shares at Auction 55 

22. Special provisions for sale to employees and consumers. 

A few companies have made a special effort to get their con- 
sumers to purchase shares. In order to get them to send in 
tenders, one company gives a commission to its employees for 
securing accepted tenders. Another company sends out a circu- 
lar to its consumers announcing the reserve price, and also indi- 
cating a certain range of prices within which it is stated that a 
tender seems likely to be successful. The South Metropolitan 
Gas Company secured in 1901 a special modification of its statu- 
tory powers permitting it to offer new shares to its consumers 
and employees at a fixed price determined by the average price 
of shares in the market during the month preceding. This 
method doubtless has certain advantages in reaching the small 
and uninformed investor. He will be more likely to buy when 
there is one fixed price to all, than to bid with the chance of find- 
ing that he has, in his ignorance, bid unnecessarily high. This 
provision in the 1901 act of the South Metropolitan Company 
is as follows : 

6. (i) Notwithstanding anything in this Act when any unissued ordinary 
stock IS to be issued and whether the same be at a premium or not the Com- 
pany before offering same to the holders of any other stock of the Company 
or for sale by public auction or tender may (with the approval of the Board 
of Trade to be signified in writing under the hand of an assistant secretary 
of that Board) offer to all the gas consumers and persons in the employ of 
the Company the stock so to be issued at as near as may be the average 
market price of such stock in the month immediately preceding such offer 
(provided that in no case shall the price at which such stock shall be offered 
be lower than five per centum below such market price) and if and so far 
as the stock so issued is not taken by such persons the Company before 
offering the same to the holders of any other stock in the Company shall 
offer the same at the same reserve price for sale by public auction or by 
tender in such manner and at such times and subject to such conditions of 
sale as the Company shall from time to time determine; Provided, that no 
single lot shall at any such offer or sale comprise more than one hundred 
pounds nominal value of such ordinary stock and that the reserved price put 
upon such stock shall not be less than the nominal amount thereof and 
notice of the amount of such reserved price shall be sent by the Company 
in a sealed letter to the Board of Trade not less than twenty-four hours 
before the day of auction or the last day for the reception of tenders as the 
case may be and such letter may be opened after such day of auction or last 
day for the reception of tenders and not sooner and provided that no priority 
of tender shall be allowed to any holder of stock in the Company. 

(2) To ascertain the average market price of the stock in the month imme- 
diately preceding an offer to consumers and employees the mean daily prices 
recorded in the official published list of the London Stock Exchange shall be 
taken for the last four completed weeks. 
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But in order that this method be applied it is necessary that 
the shares of the company shall be traded in with sufficient fre- 
quency to make the average market price for the period taken a 
really definite and accurate quantity. There are comparatively 
few public utility companies that meet this requirement. 

23. Objection that capitalization will not correspond with 
amounts actually paid in. Another objection to the auction or 
tender method is that under this method the capitalization will 
not correspond to the amount actually paid in for the shares. If 
additional shares are sold at a high premium, the total par value 
of the shares will be much less than the amount of money 
actually invested. The same argument, however, could be used 
with equal force against the issue of bonds either at a premium 
or at a discount. The nominal capitalization cannot be taken as 
conclusive proof of any specific investment or value. It is, how- 
ever, a bookkeeping record that should not be subject to manipu- 
lation. It is intended to show merely the par value of the securi- 
ties sold. The presumption is that all securities issued by a 
company will be sold at their fair market value and the proceeds 
devoted to the capital requirements of the industry. 

24. Objection that method cannot be successfully applied to 
large undertakings. It may be argued that the companies to 
which the auction or tender method has been applied are com- 
paratively small, and that its success as applied to such enter- 
prises is no proof of its merits as applied to much larger enter- 
prises with much larger capital requirements. But many of the 
British gas companies are comparatively large undertakings. 
They vary, in fact, all the way from the very small village plants 
to the London Gas Light & Coke Company with a total capital- 
ization, exclusive of nominal additions through conversion, of 
approximately $75,000,000. The South Metropolitan, another 
London company, has a capitalization of over $25,000,000, and 
there are various other companies whose capitalization exceeds 
$5,000,000, and many more with a capitalization of about one 
million. So far as British experience goes, the system works 
even better in the case of the larger companies than in the case 
of the smaller. Naturally a large company secures much better 
publicity. Its financial standing, earnings and prospects become 
well known to a very large number of investors. This being so, 
there is always a market for its securities. The fact that there is 



Digitized by VjOOQ IC 



Sale of Shares at Auction 57 

a constant market for a security makes it very much more desir- 
able as an investment. The investor knows that he can realize 
upon his investment at any time. It results, therefore, that the 
number of investors interested in a company's securities in- 
creases in much greater ratio than the extent of that company's 
operations. It seems that the bigness of an industrial enterprise 
should favor the successful operation of the tender or auction 
method. 

25. Objection that it will do away with the services of the 
underwriter. It is also urged against the auction or tender 
method that it makes it impossible for the company to have its 
proposed security issue underwritten. Many companies find it 
desirable to have their new issues of securities underwritten, as 
otherwise an attempt to unload them on the market might lead 
to a serious decline in the market price of the company's securi- 
ties. In this connection, it should again be recalled that it is not 
proposed to apply the auction or tender method to the financing 
of a new enterprise, and it is for new enterprises that underwrit- 
ing is chiefly employed. In an enterprise with an established 
business with shares at a substantial premium, the occasion for 
underwriting is comparatively small. Even in the case of a large 
company requiring large amounts of new capital only a small 
proportion of the total capital requirements are needed at any 
one time. It would seem that a company, through the public 
tender method and the judicious adjustment of the reserve price, 
could usually market the amount of securities required for its 
immediate needs without paying a commission to the financier. 
Of course there are times when it would be foolish to attempt to 
market a new issue. At such times it would probably be just 
as foolish to attempt to have the issue underwritten. The 
auction and tender method will tend to free public service com- 
panies from their present control by the banker or financier. 
They will no longer go to the great financier or syndicate for 
funds, but will appeal directly to the permanent investor. They 
will avoid the middleman's profit. The financial middleman 
seems to be getting the lion's share of the profits in public ser- 
vice enterprises. Often he obtains such a secure hold as abso- 
lutely to control the industry. This control is sometimes used 
for financial manipulation, and it is often used to exact increas- 
ing tolls in the way of brokerage and commissions. Control by 
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the financier subordinates the real work and function of the 
enterprise to the financial side. This may make all the differ- 
ence in the world in the service rendered the public. If a gas 
plant is under the management of a gas engineer or other trained 
gas man who looks upon the making and distribution of gas as 
his life work, he will naturally lend his best efforts to the mak- 
ing of gas and not to schemes for the making of dollars by finan- 
cial manipulation. The absence of financial control has seemed 
to me one of the best features in the management of British gas 
and water enterprises. Though there have been other influences, 
the auction clause has played a very important part in bringing 
about this result. 

26. Objection that it permits outsiders to buy for control 
purposes. An objection to the sale of shares at auction or tender 
is raised in America that finds no voice in England. When the 
proposition is broached in America, perhaps the first objection 
to be raised is that it will permit outsiders to buy shares and 
thus interfere with the existing control and management of the 
company. In England, on the other hand, the buying of the 
shares of a public service company for purposes of control of 
the management is so infrequent as not to be considered at all 
in connection with this question. I found in England no objec- 
tion whatever to sale of shares at auction or tender on the 
ground of possible interference with the existing management. 
In the United States the question of control certainly plays a 
much more important role. It is also certain that the control 
exercised has not always been for the permanent good of the 
industry. It seems quite evident that, upon the whole, the ap- 
plication of the method of sale at auction or tender will tend to 
increase the number of shareholders, and thus make more and 
more difficult the holding of absolute control in the hands of a 
single man or group of men. The auction method tends to solve 
the question of control by eliminating in considerable measure 
the possibility of obtaining control. 

27. Objection that sale at a premium may morally bind the 
public to base rate regulation on a fair return on the market 
value of outstanding securities. There is also an objection 
raised to the auction or tender method from the public point of 
view arising under our general system of occasional rate regu- 
lation. Under this system, rates are always subject to such 
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reasonable regulation as will reduce them to a level no higher 
than adequate to give the company a fair return on the fair 
value of its property. But though this is the theory, it often 
happens that a company will be permitted over long periods to 
pay dividends that are from this standpoint unreasonable and 
excessive. The investor, however, bases his action on the fact 
rather than the theory, and if he finds that a company has in 
fact been earning high dividends for a considerable period he 
assumes that the chance of future governmental interference is 
small, and is willing to buy the securities at a price which seems 
to assume that there will be no such governmental interference. 
If later the government does interfere, and reduces the profits 
and consequently the value of the security he has purchased he 
can only blame himself. He is presumed to have due notice of 
this possibility. 

Would the situation be any different in case the government 
required the company to sell its new shares at auction or tender? 
If, under these circumstances, the shares sold brought a high 
premium, it might also be presumed that the buyers were fully 
aware of the legal presumption that the rates of charge should 
be reasonable and of the consequent possibility of future reduc- 
tions upon complaint by consumers. 

The mere fact, however, that the shares of a company are 
earning a dividend that makes their present market value con- 
siderably higher than the par value does not in itself mean that 
the profits of the company are unreasonable. The market value 
of the shares is reached by capitalizing the net income at the low 
capitalization rate used for an assured investment. The reason- 
able rate of return, however, is almost always higher than this 
capitalization rate that determines market price. If it were a 
fact that the fixing of reasonable rates would always reduce the 
market value of shares to substantially par value, there would 
be less sense in the state's insisting that new shares be sold at 
their actual market value. In such case it would be most nat- 
ural to issue new stock at par and then by regulation keep the 
actual value down to par. 

The following example will show how the market value of a 
company's shares may be much in excess of par even though 
the rates of charge are regulated so as to secure only a fair 
return on the fair value of the property. Assume, for example, 
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that the fair value of a company's property for rate fixing pur- 
poses as determined by the commission is exactly equal to the 
capitalization. The capitalization consists of $500,000 in shares 
and of $500,000 in bonds, making a total capitalization of 
$1,000,000. The commission decides that seven per cent, is a 
fair return on this capitalization and fixes the rates of charge 
accordingly. Seven per cent, on $1,000,000 gives $70,000 of 
profits to be distributed in interest and dividends. If the bonds 
bear four and one-half per cent, interest and were issued at par 
the total interest requirement on the $500,000 of bonds will be 
$22,500. This amount subtracted from $70,000 leaves $47,500 
as the amount available for dividends on $500,000 par value of 
shares. This will permit the payment of a dividend of nine and 
one-half per cent. If these nine and one-half per cent, dividend 
shares will sell in the market on a five per cent, return basis 
each $100 share will be worth $igo. This company, therefore, 
although its rates of charge give only a fair return on the fair 
value of its property, can sell new shares in the market at a very 
high premium. And, while the company may be entitled to earn 
more than five per cent, upon any specific additional capital 
expenditure, it is not necessarily entitled to earn as much as 
nine and one-half per cent., which would be the result if it were 
permitted to issue new shares at par. 

28. Objection that a bonus to existing shareholders is needed 
as an incentive to improvement. The argument has been used 
in Massachusetts, in opposition to the enforced sale of new 
shares at their market value, that unless the existing share- 
holders secure some premium from the issue of new capital the 
improvements to be provided by such capital will not in fact be 
made. It is argued that the public can well afford to give the 
existing shareholders this bonus in order to induce them to favor 
the extension and development of the plant or system. It is 
argued, moreover, that the making of extensions and improve- 
ments often involves some risk to the returns on the existing 
investment. It is true that the extension of an existing system 
often means the reduction of the average return on the entire 
investment. The extension is less profitable than the existing 
system, and therefore the average rate of profit is reduced. This 
does not necessarily mean, however, that the extension cannot 
be made with profit to the existing investors. If, for example. 
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the existing investor is receiving an eight per cent, dividend and 
the proposed extension will pay but a six per cent, return, it is 
probable that the extension can be made with profit to the exist- 
ing shareholder. If the company can sell bonds to finance the 
extension on a four and one-half per cent, return basis there will 
be a considerable profit from the extension that will go to swell 
the profits of the existing shareholders. Moreover, if new shares 
can be sold in the market on a five or five and one-half per 
cent, return basis, there will also be a surplus profit from the 
extension that will tend to increase the dividends of the existing 
shareholders. In this case, therefore, no premium or bonus on 
the issue of new shares is necessary in order to furnish an in- 
centive for improvement. In fact, in this instance it would be 
much more difficult to finance the proposed extension by issuing 
new shares at par than by the method of sale at market value. 
The issue of eight per cent, dividend shares at par to pay for 
extensions that would earn but six per cent, would mean that 
the dividend on all shares would have to be reduced below eight 
per cent, in order to make up this loss on the extension. This 
certainly would not appeal to the existing shareholder as a 
desirable method of finance. 

It seems, therefore, that if a company can §ee in a proposed 
improvement sufficient profits to pay a return on the investment 
a little in excess of the return basis at which its new shares will 
sell in the market, the company will have a sufficient inducement 
for going ahead with the proposed improvement. And, even if 
the return on the new investment will barely pay for itself and 
not show any additional profits to the existing shareholders, the 
extension will probably be made. Company managers have a 
natural desire to manage a large business rather than a small 
one. Every normally constituted management wishes to develop 
its plant or system so as to occupy its natural territory. A man- 
agement will usually do this, even with the prospect of some 
considerable temporary loss, in order to prevent possible com- 
petition and to build up a larger system that will in a way tend 
to insure the permanence of the business and profits of the 
company. 

But the issuing of shares at par cannot turn an unprofitable 
investment into a profitable one. The amount of paper issued 
does not change the real earnings of an enterprise. The earn- 
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ings of the company are the only thing that give value to the 
paper that it issues. Owners of an enterprise cannot make a 
poor investment and then by issuing shares to themselves turn 
loss into a profit. If a proposed extension or improvement really 
means the loss of profits to the existing shareholders, they will 
not knowingly authorize it no matter what they may be offered 
in the way of paper rights, for the premium that they may re- 
ceive on their allotment of new shares will be certain to be more 
than offset by the decline in the value of their existing shares. 
Much of the real force of the demand for the issue of premium 
shares at par arises from a desire either to cover up existing 
profits or to circumvent an existing limitation on dividends. If 
dividends are limited to a fixed maximum and this maximum has 
already been reached, the incentive of additional profits which 
is undoubtedly an important consideration in the making of cer- 
tain improvements or extensions will not be present unless there 
is an opportunity to inflate the existing capital and thus get 
around the maximum dividend. But, if it is desirable to give 
this additional incentive for improvement or extensions, it is 
folly to have a maximum dividend. This is no argument against 
the desirability of selling new shares at auction or tender, but 
merely an argument against the desirability of fixing a maximum 
dividend. There are numerous maximum dividend gas and 
water enterprises in Great Britain that are subject to the auction 
clauses. I found no evidence, however, that improvement was 
in any measure retarded by this fact. The maximum dividend 
gas and water companies seem to be about as progressive as 
the sliding scale companies. It is probably true, however, that, 
if a. proposed improvement did seriously jeopardize the pay- 
ment of the existing maximum dividend, it might very well 
cause the company to postpone such improvement, while a 
sliding scale company with a chance to gain as well as lose 
would be quicker to take up the same improvement. No actual 
test of this theory is available. Both maximum dividend and 
sliding scale gas companies at present feel the competition of 
electricity to such an extent that they are more than anxious 
to make every improvement that will render them better able 
to cope with a competitor that threatens to reduce their present 
profits. This merely shows that improvement and progress is 
often necessary to protect present profits, and when this is the 
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case new capital will be raised irrespective of the existence or 
non-existence of a bonus to the present shareholders on the new 
issue. 

But, even though there be no legally established maximum 
dividend, a company may feel that it is already paying as high 
a dividend as the public complacently will stand. A higher 
dividend may lead to a reduction of rates by the state commis- 
sion and will probably in any case lead to dissatisfaction on the 
part of the company's patrons. The good will of a company's 
patrons is a very valuable asset and the company, while nat- 
urally desirous of increased profits, wishes to secure them with- 
out an increase in its dividend rate. Under such conditions, if 
the profits of the system are in excess of the requirements of the 
existing dividend on the existing capitalization, new capital will 
be allotted to the shareholders at par to pay the cost of a com- 
paratively unprofitable extension or to buy up an unprofitable 
tributary road. The surplus profits on the existing system will 
then be used to pay dividends at the existing rate on this new 
capital. By this operation the shareholders get the benefit of a 
portion, only, of their surplus profits. If they dared do it, it 
would be much more to their advantage to use all their surplus 
in paying increased dividends on their present capitalization. 
But, as this is not deemed wise, they will accept the half loaf. 
Part of the surplus really goes to pay interest on the investment 
in the extension and part is capitalized as the premium on their 
allotment of shares. 

It is true that an established industry ought not always to be 
required to make extensions and improvements and receive 
thereon only the low rate of interest at which such company 
can now obtain its additional capital. A well-established and 
successful enterprise can obtain all the capital it needs for im- 
provements and extensions at a low rate of interest. The 
investor will buy the company's bonds or its new shares if 
offered in the market upon a return basis that shows that he 
considers the risk slight or negligible. But, although the com- 
pany can secure additional capital on these favorable terms, it 
is not always true that no risk is involved in the extension or 
improvement that the company proposes. While there may be 
little risk to the investor in the new securities issued, the exist- 
ing profits or surplus may in fact be endangered. The risk is 
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borne not so much by the new investor as by the investors who 
already have their capital in the enterprise. There may be some 
justification, therefore, in offering new shares to the share- 
holders at less than their market value. The premium that the 
existing shareholders receive may be no more than fair recom- 
pense for their risk or loss in connection with the proposed 
improvement. The existing shareholders doubtless need some 
incentive in the way of chance for additional profit to induce 
them to take the risk of certain improvements or extensions. It 
would seem, however, that this incentive can be furnished in a 
much more normal and consistent way by so regulating the 
profits of the enterprise through rate regulation or through a 
direct regulation of the rate of return that this risk incurred in 
new extensions or other improvements will, together with all 
other risks, be properly allowed for in determining from time to 
time the fair and reasonable profits of the enterprise. Adequate 
compensation for the risk involved in improvements and exten- 
sions may be made in fixing the fair rate of return in a rate 
regulation proceeding. It may also be allowed for in a direct 
and periodic regulation of profits such as contemplated in the 
" merit rating system " discussed in Chapter 14. 
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CHAPTER IV 
VOTING RIGHTS 

1. Absence of intercorporate relations and one-man control, 

2. Abandonment of rule of one share, one vote. 

3. Voting scales in various special acts. 

4. Voting rights in non-statutory companies. 

5. Evasion of voting scale. 

6. Amendment that would make evasion impracticable. 

7. Would prevent concentration of control without concentration of owner- 

ship. 

1. Absence of intercorporate relations and one-man control. 
A characteristic of English public service companies that has 
certain advantages from the point of view of successful regula- 
tion is that each undertaking is usually an independent com- 
pany. It does not have a number of subsidiary companies and 
is not itself the subsidiary of some general, managing or holding 
company. There is, in general, no intertwining or interlocking 
of directorships for the purpose of common control. The pur- 
chase of stock for purposes of securing control is a very rare 
occurrence. This independence of undertakings and absence of 
intercorporate relationships makes effective public control less 
difficult. 

Another characteristic that is quite manifest is the absence of 
one-man control. The shares of the more important gas and 
water undertakings are widely distributed, and cases are rather 
unusual in which one man owns a controlling interest and uses 
such power to dictate the management of the enterprise. In 
fact, it seems to be the rule that the directors are not the largest 
shareholders, but are, to a considerable extent, selected for their 
special business experience or technical training. 

2. Abandonment of rule of one share, one vote. It has seemed 
that perhaps the peculiar restrictions on the voting power of 
the shareholders may have had something to do in bringing 
about this condition. The law attempts to restrict the large 
shareholders power to control by abandoning the principle of 
one share, one vote, and substituting a regressive scale of voting 
power. The voting power per share held decreases with the 
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number of shares held by any one person. A voting scale was 
introduced into the Companies Clauses Consolidation Act, 1845, 
and has since been applied to all statutory companies unless the 
company's special act provided for a different scale. Section 75 
of the Companies Clauses Consolidation Act, 1845, is as follows: 

At all general meetings of the Company every shareholder shall be enti- 
tled to vote according to the prescribed scale of voting, and where no scale 
shall be prescribed every shareholder shall have one vote for every share up 
to ten, and he shall have an additional vote for every five shares beyond the 
first ten shares held by him up to one hundred, and an additional vote for 
every ten shares held by him beyond the first hundred shares; provided 
always, that no shareholder shall be entitled to vote at any meeting unless 
he shall have paid all the calls then due upon the shares held by him. 

3. Voting scales in various special acts. The Special Act of 
the Sheffield United Gas Light Company substitutes a different 
scale of voting from that contained in the Companies Clauses 
Act, and provides that no shareholder shall in any case have 
more than 30 votes. A similar provision in the Tottenham & 
Edmonton Gas Act, 1906, section 55, fixes the maximum voting 
power of any stockholder at 20 votes. The London Gas Light 
and Coke Act, 1898, limits a shareholder to a maximum of ten 
votes. The Newcastle-upon-Tyne & Gateshead Gas Act, 1864, 
provides that no shareholder shall have more than six votes. 
The Bristol United Gas Light Act, 1853, Hn^its a shareholder to 
a maximum of five votes. These provisions are given in full in 
the following paragraphs. 

The following voting scale provision contained in the Sheffield 
Gas Act of 1855 is still in force : 

The following shall be the scale of voting at General Meetings;* to wit, 
every Holder of not less than twelve pounds in nominal amount of capital 
shall have one vote, and every holder of more than forty-eight pounds in 
nominal amount of the capital shall have one additional vote in respect of 
every entire amount of forty-eight pounds above his first forty-eight pounds; 
but no shareholder shall have more than thirty votes. 

The provision in the Tottenham and Edmonton Gas Act, 1906, 
section 55, is as follows : 

Each holder of ordinary stock in the Company shall be entitled to one vote 
for any holding of stock not exceeding fifty pounds and shall be entitled to 
an additional vote in respect of each complete sum of fifty pounds. Pro- 
vided that no stockholder shall be entitled to more than twenty votes in 
respect of any holding of stock. 
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The London Gas Light and Coke Act, 1898, contains the fol- 
lowing provision in relation to voting rights: 

At all general meetings of the company every holder of capital stock shall 
be entitled to have one vote for every 250 pounds of stock up to 1,000 pounds 
and he shall have an additional vote for every 1,000 pounds of stock beyond 
the first 1,000 pounds of stock held by him up to 5,000 pounds, and an addi- 
tional vote for every 2,500 pounds of stock held by him beyond the first 5,000 
pounds of stock. Provided that no stockholder shall be entitled to vote for 
a less amount of stock than 250 pounds, nor have more than ten votes. 

The provision in the Newcastle-upon-Tyne and Gateshead 
Gas Act, 1864, is as follows: 

At all Meetings of the Company every Proprietor shall be entitled to vote 
as follows: 

For Thirty Pounds of Stock of the Company (no Proprietor being entitled 
to vote for less than Thirty Pounds), One Vote; 

For One hundred and fifty Pounds of such Stock, Two Votes; 

For Three hundred Pounds of such Stock, Three Votes ; 

For Five hundred Pounds of such Stock, Four Votes ; 

For Seven hundred Pounds of such Stock, Five Votes; 

For One thousand Pounds of such Stock, Six Votes ; 

And no Shareholder shall have. more than Six Votes. 

The voting scale provision in the Bristol United Gas Com- 
panies Act, 1853, is as follows : 

The several Persons in whom the Stock of the Company hereby incor- 
porated shall be vested shall be entitled to vote at the Ordinary and Extraor- 
dinary General Meetings of the Company according to the Scale following; 
that is to say, if possessed of Stock to the amount of Fifty Pounds, One 
Vote; of One Hundred Pounds, Two Votes; Two Hundred Pounds, Three 
Votes; of Three Hundred Pounds, Four Votes; and Five Hundred Pounds 
and upwards, Five Votes ; and any Person entitled to any Shares by this Act 
authorized to be created shall, upon the like Scale of Amount paid up by 
them, be entitled to vote at such Meetings. 

When the company came to Parliament in 1899 for additional 
capital powers, a clause was inserted adopting the voting scale 
contained in section 75 of the Companies Clauses Act, 1845, 
quoted above in section 2 in place of the scale just quoted. 

4. Voting rights in non-statutory companies. The above 
discussion relates in general to statutory companies. In ordi- 
nary limited liability companies organized under the Companies 
Consolidation Act, 1908, the more common provision as to vot- 
ing power is that every shareholder shall have one vote for each 
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share held by him. Sometimes, however, voting power is 
limited by a regressive scale similar to those above referred to. 
But, in the absence of any regulations as to voting power, each 
shareholder has but one vote whether on a show of hands or at 
a regular poll. This latter is certainly an extremely democratic 
method of conducting company affairs, but whether it is in fact 
used by any company is not known. Certainly the number of 
such companies must be very small. 

5. Evasion of voting scale. Even where there is a prescribed 
scale for voting it has been held that there is nothing to prevent 
a shareholder transferring some of his shares to nominees so as 
to increase his voting power.^ This rule in relation to transfer 
of shares to increase voting power seems to have been modified 
somewhat by a recent case which has not as yet been reported.^ 

Since the decisions holding that a shareholder might transfer 
shares to increase his voting power, the use of the regressive 
scale has declined, as it has seemed useless to provide a scale 
that could be practically annulled by transfer of shares to rela- 
tives, employees and other nominees. Nevertheless a transfer 
of this kind presents certain difficulties, and it seems that the 
existing scales do tend to prevent one-man control. The cases 
in which shares have been transferred to increase voting power 
are comparatively few. 

6. Amendment that would make evasion impracticable. If, 

however, the principle of the regressive scale for voting power 
is good, it is believed that it can be made effective by a slight 
change in the law. Of course, it is impossible to prevent a trans- 
fer of shares from one person to any other person, and it would 
doubtless be impracticable to prove legally, even in a case in 
which it was perfectly evident to all, that the transfer was 
merely nominal and was for the purpose of increasing voting 
power. It is believed that this difficulty can be obviated by giv- 
ing to all shares that have been transferred within the year a 
uniform limited voting power equal only to the minimum voting 
power provided under the scale. Thus if, under the scale, each 
share in excess of a certain number held by the same person 
gives the holder but one-tenth of a vote, any and all shares trans- 

* In re Stranton Iron Company, 16 Eq. 559; 43 L. J. Ch. 215, and Pender v. Lushing- 
ton, 6 C. D. 70; 46 L. J. Ch. 317. 

* Star Steam Laundry, Ltd., v. Dukas and others, decided July 5, 1912. 
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ferred within the preceding year would be limited to one-tenth 
of a vote per share. Accordingly, a large shareholder would 
gain no more voting power by transferring shares to nominees 
than he would by keeping the shares in his own name. This 
rule may seem unjust to bona fide purchasers who have come 
into the company within the year, but, on the other hand, the 
newcomer cannot be assumed to have the same knowledge con- 
cerning the affairs of the company as have the old stockholders, 
and, if the newcomer is permitted to vote his shares with the 
same voting power as the large shareholder is given on a por- 
tion of his holdings, it does not seem that there is cause for any 
real complaint. Moreover, this is a practical matter, and, if the 
general management of the company will be benefited by the 
change, it will outweigh any slight theoretical question as to the 
natural rights of the new shareholder. 

7. Would prevent concentration of control without concen- 
tration of ownership. It is possible that the abandonment of 
the principle of one share, one vote, and the institution of a 
regressive scale of voting power, applied generally to American 
companies (both public service and industrial), would aid ma- 
terially in suppressing a kind of financial manipulation that has 
been thoroughly bad in its effects upon credit and upon industry. 
It would, for one thing, render it impossible for one man or 
group of men, by the actual investment of only a small amount 
of money, absolutely to control numerous large undertakings. 
Under the present system by the formation of a company to hold 
a controlling interest in an existing company the proportion of 
the total investment required for absolute control is reduced 
from one-half to one-fourth. Then, by forming another holding 
company to hold a controlling interest in the first holding com- 
pany, the amount required for control is reduced to one-eighth. 
It only needs a third holding company to reduce this amount to 
one-sixteenth. Financial pyramiding of this kind is rendered 
impossible by the adoption of a regressive scale of voting power. 
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CHAPTER V 
FORM OF ACCOUNTS 

1. Accounts of gas companies. 

2. Accounts of electric light and power companies. 

3. Railway accounts. 

4. Summary. 

1. Accounts of gas companies. The Gas Works Clauses 
Act, 1847, provides that the gas company shall annually prepare 
an abstract of its accounts " duly audited and certified by the 
chairman of the undertakers, and also by the auditors thereof, 
if any," and send a copy of the same to the clerk of the peace in 
England or Ireland or to the sheriff clerk in Scotland. The 
copies thus deposited are open to inspection on payment of one 
shilling. The following is a copy in full of the above provision :^ 

And with respect to the yearly receipt and expenditure of the undertakers, 
be it enacted, that the undertakers shall, in each year after they have begun 
to supply gas under the provisions of this or the special Act, cause an ac- 
count in abstract to be prepared of the total receipts and expenditure of all 
rents or funds levied under the powers of this or the special Act for the 
year preceding, under the several distinct heads of receipt and expenditure, 
with a statement of the balance of such account, duly audited and certified 
by the chairman of the undertakers, and also by the auditors thereof, if any; 
and a copy of such annual account, if the gasworks be situated in England 
or Ireland, shall be transmitted, free of charge, to the clerk of the peace 
for the county in which the gasworks are situate, and if the gasworks be 
situated in Scotland, such copy shall be transmitted, free of charge as afore- 
said, to the sheriff clerk of such county, and such transmission shall be made 
on or before the thirty-first day of January in each year, under a penalty of 
twenty pounds for each default; and the copy of such account so sent to the 
said clerk of the peace or sheriff clerk shall be kept by him, and shall be 
open to inspection by all persons at all seasonable hours, on payment of one 
shilling for each inspection. 

The Gas Works Clauses Amendment Act of 1871 supplements 
the above provision by requiring the accounts to be made up in 
accordance with the provisions of a schedule annexed to the act, 
and requires the company to transmit a copy of such annual 
statement to the local authority of every district within the 

^Gas Works Clauses Act, 1847, 10 and 11 Vict., Ch. IS, | 38. 
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limits of the territory covered by the company's special act. The 
Board of Trade, with the consent of the companies involved, is 
authorized to alter the prescribed form of accounts for the pur- 
pose of better adapting it to the circumstances of such com- 
panies, or of better carrying into effect the objects of the act. 
This section in the act of 1871 in relation to accounts is in full 
as follows :^ 

The undertakers shall fill up and forward to the local authority of every 
district within the limits of the special Act, on or before the twenty-fifth day 
of March in each year, an annual statement of accounts, made up to the 
thirty-first day of December then next preceding, as near as may be in the 
form and containing the particulars specified in the Schedule B to this Act 
annexed. 

The undertakers shall keep copies of such annual statement at their office, 
and sell the same to any applicant at a price not exceeding one shilling for 
each such copy. 

The Board of Trade, with the consent of the uwlertakers, may alter the 
said forms for the purpose of adapting them to the circumstances of the 
undertaking or of better carrying into effect the objects of this section. 

In case the undertakers make default in complying with the provisions of 
this section they shall be liable to a penalty not exceeding forty shillings for 
each day during which such default continues. 

Schedule B, prescribing the Form of Annual Accounts, is 
divided into the following main divisions: 

A. Statement of share capital F. Reserved fund account 

(9 subdivisions) (6 subdivisions) 

B. Statement of loan capital G. Statement of coals 

(5 subdivisions) (2 subdivisions) 

C. Capital account H. Residual products 

(13 subdivisions) (5 subdivisions) 

D. Revenue account I. General balance sheet 

(31 subdivisions) (17 subdivisions) 

E. Profit and loss account 

(13 subdivisions) 

2. Accounts of electric light and power companies. The 

Electric Lighting Act, 1882, requires electric lighting and power 
companies to prepare an annual statement of their accounts in 
such form as may be prescribed by the Board of Trade. The 
following is a copy of this section :^ 

The undertakers shall on or before the twenty-fifth day of March in every 
year fill up an annual statement of accounts of the undertaking made up to 

»Ga8 Works Clauses Amendment Act. 1871, 34 and 35 Vict, Ch. 41. 
» Electric Lighting Act, 1882, 45 and 46 Vict., Ch. 56, f 9. 
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the thirty-first day of December then next preceding; and such statement 
shall be in such form and shall contain such particulars and shall be published 
in such nfanner as may from time to time be prescribed in that behalf by the 
Board of Trade. 

The undertakers shall keep copies of such annual statement at their office, 
and sell the same to any applicant at a price not exceeding one shilling a 
copy. 

In case the undertakers make default in complying with the provisions of 
this section, they shall be liable to a penalty not exceeding forty shillings for 
each day during which such default continues. 

Under the authority of the above section, the Board of Trade 
has prescribed separate forms of accounts: (i) For an electric 
lighting company; (2) for an electric power supply company; 
(3) for a local authority supplying electricity. 

The Board of Trade has not prescribed a form of publication 
for the accounts, but the statute itself provides that the company 
must sell copies to any applicant at a price not exceeding one 
shilling a copy. 

The Board of Trade does not itself publish an annual return 
giving an abstract of the accounts of electrical companies simi- 
lar to that published by the board for gas, tramway and railway 
companies. A tabulation, however, is printed in each issue of 
the Electrical Times showing for the preceding year the principal 
items in the accounts of each company and local authority. 

3. Railway accounts. The regulation of Railways Act, 1868, 
31 and 32 Vict, Ch. 119, established a uniform system of 
accounts for railway companies. The system thus prescribed 
remained unchanged until the enactment of a new system in 
1911. 

In June, 1906, a departmental committee on railway accounts 
was appointed by the Board of Trade. This committee made its 
report May 25, 1909. As a result of the recommendations con- 
tained in the report of this committee, the Railway Companies 
Accounts and Returns Act, 191 1, was passed. This Act^ estab- 
lishes a uniform system of accounts for railways and prescribes 
the statistical returns to be made. The act goes into eflfect 
January i, 1913. Each railway company annually must prepare 
its accounts and returns in accordance with the form set out in 
the schedule of the act, and must submit its accounts to its 
auditors in that form. The accounts must contain the certifi- 
cates of the responsible officers '*' as to the up-keep of the whole 

M and 2 George V, Ch. 34. 
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of the company's property," and must also contain a certificate 
from the shareholders' auditors as prescribed by the Railway 
Companies Act, 1867, 30 and 31 Vict., Ch. 137, § 30. 

The schedule of accounts and returns may be altered or sup- 
plemented by the Board of Trade. In case the board proposes to 
alter the schedule, it must give notice of its proposal and an 
opportunity for the filing of objections. If these objections are 
not satisfied, and companies with capital aggregating one-third 
of the total aggregate capital of all the railway companies in the 
United Kingdom give notice of their continued opposition, the 
order of the board shall be provisional only, and shall not take 
effect unless it is confirmed by Parliament. In Parliament the 
proposed order may be opposed as in the case of a private bill. 
The Board of Trade is also given power to make any special 
variation in the form of the accounts and returns set out in the 
schedule of the act, which appears to the board to be required 
for the purpose of adapting the form to the particular circum- 
stances of the company. The following is a copy of section one 
of Railway Companies Account and Returns Act,' 191 1:^ 

Every railway company shall annually prepare accounts and returns in ac- 
cordance with the form set out in the First Schedule to this Act, and shall 
submit their accounts to their auditors in that form. 

The accounts and returns shall be signed by the officer of the company 
responsible for the correctness of the accounts or returns, or any part 
thereof, and, in the case of an incorporated railway company, by the chair- 
man or deputy chairman of the directors of the company, and shall be made 
up for the year ending the thirty-first day of December, or such other day as 
the Board of Trade may fix in the case of any company or class of com- 
panies to meet the special circumstances of that company or class of com- 
panies. 

Every railway company shall forward six copies of the accounts and re- 
turns to the Board of Trade not later than sixty days after the expiration 
of the year for which the accounts and returns are made up, and, in the case 
of an incorporated railway company, shall forward a copy of the accounts 
and returns to any shareholder or debenture holder of the Company who 
applies for a copy. 

If any railway company fails to prepare or forward, in accordance with 
this section, such accounts and returns as are thereby required, the company 
shall be liable on summary conviction to a fine not exceeding five pounds 
for every day during which the default continues. 

If any account or return prepared and forwarded under this section is false 
in any particular to the knowledge of any person who signs the account or 

M and 2 George V, Ch. 34. 
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return or any part thereof, that person shall be liable on conviction on indict- 
ment to imprisonment with or without hard labour for a term not exceeding 
one year, or to a fine not exceeding one hundred pounds, and on summary 
conviction to a fine not exceeding fifty pounds. 

A careful statement of the marked advance in accounting 
methods secured by the act of 191 1 over the very incomplete 
returns required under the act of 1868, is contained in a paper by 
W. M. Acworth and George Paish, read before the Royal Sta- 
tistical Society, May 21, 1912.^ The authors, however, severely 
criticise the failure of the new accounts to provide information 
in relation to ton-mileage and passenger-mileage. They say (at 
pages 707-708) : 

The new " Railway Companies (Accounts and Returns) Act," passed by 
Parliament last year, provides for a form of accounts and statistical returns 
more comprehensive and enlightening than that provided for by the Act of 
1868. But the new Act, curiously enough, does not provide for the publication 
of the essential information, which would have made the whole of the accounts 
of great value. The Act of 1868 provided for a skeleton of accounts of a 
financial undertaking. There were forms dealing with the capital raised and 
the capital expended. There were also forms dealing with revenue receipts 
and revenue expenditure, and the manner in which the net income was dis- 
posed of. Of railways as a business concern, and of their vast importance 
as commercial undertakings, of what work they performed for the public, 
what methods they used, and what results they attained, the Act of 1868 took 
practically no heed at all. 

The Act of 1911 has gone much further. The financial forms have been 
modified, systematised and enlarged, and now leave little to be desired. On 
the commercial side, too, great improvements have been made. From the 
capital point of view the inventory of the property will in future be com- 
plete. The revenue statement will also show the expenditure in considerable 
detail. 

But a railway exists not to spend money, but to do work, and to earn 
revenue for doing it. On this vital matter the new returns are almost as 
silent as the old. The service done in carrying a passenger or a ton of goods 
depends on the distance for which and the conditions under which they are 
carried. The accounts give never a figure of the distance the traffic is carried 
and do not show how much work is done for the public for the money 
received and expended. 

4. Summary. Gas companies are required to make up their 
accounts in accordance with the provisions of the schedule an- 
nexed to the Gas Works Clauses Amendment Act, 1871. Elec- 
tric light and power companies make an annual statement of 

» Journal of the Royal Statistical Society, June, 1912. pp. 687-743. 
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their accounts in accordance with a form prescribed by the Board 
of Trade under the terms of the Electric Lighting Act, 1882. 
Tramway companies and light railway companies of the tram- 
way type are not required to conform their accounts to any pre- 
scribed form. They are, however, required to make certain 
annual returns to the Board of Trade. Railway companies 
under a recent act^ are subjected to a more thorough regulation 
of accounts than that prescribed for other companies. Cer- 
tainly for gas, electric and tramway companies the accounts 
prescribed and returns required are very deficient in statistics 
and data reasonably required by the public, the shareholders 
and the managers themselves in relation to costs and service. 
This deficiency is in part supplied by various privately prepared 
and published comparative analyses of operations and results, 
the material for which is furnished voluntarily by the com- 
panies. Examples of such publications are: Field's "Analysis 
of the Accounts of the Principal Gas Undertakings in England, 
Scotland and Ireland;" The Gas World, "Analysis of Gas Com- 
panies Accounts ;" The Electrical Times, " Tables of Costs and 
Records ;" The Electrician, " Tables of Electric Lighting, Power 
and Traction Undertakings in the United Kingdom.'* It some- 
times happens, however, that an important company will refuse 
to furnish the information required for the above tables and in 
such case the compiler can do nothing but omit such company 
from the tables. This is unfortunate and can only be obviated 
by a legal requirement for the keeping and filing of the desired 
accounts and statistics. 

I have been particularly impressed with the value of these 
comparative tables giving working results on a unit basis even 
in their present incomplete state. They are issued quite 
promptly after the close of the year to which they relate. The 
testimony of managers both of company and municipal under- 
takings was unanimous as to the very great practical benefit 
to be derived by the manager from the comparison through 
these convenient tabulations of his own results with the results 
achieved by other plants. If, through the examination of these 
tables, the manager finds that his per-unit cost for handling coal 
is greater than that of a plant similarly situated, he at once 
wants to find the reason why, and writes to his fellow manager 

* Railway Companies Accounts and Returns Act, 1911. 
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or perhaps makes a personal inspection of the plant in question. 
If, also, the manager is considering the adoption of a new device 
that has already been adopted by a number of plants, he can 
sometimes gain from the tables an indication of its actual 
efficiency, or perhaps a verification or contradiction of the claims 
made in regard to it. This method of comparison has been par- 
ticularly valuable to the managers of the large number of com- 
paratively small undertakings, both company and municipal. 
While managers agree as to the value for their own purposes of 
comparisons made possible by the publication of these unit 
figures, many feel that such publication often subjects them to 
unjust criticism as the figures will be used by the uninformed 
to make comparisons without due allowance for differing condi- 
tions. Both municipal and company managers complain that 
they are in this way sometimes subjected to unjust criticism 
by some member of the local council, or in the case of a company 
by a shareholder or even a director. Some companies have, 
therefore, refused to give information for inclusion in the pub- 
lished tables. Though refusing to give information as to their 
own undertaking, they have, of course, availed themselves of 
the information published as to other undertakings. The deci- 
sion would, I think, be practically unanimous that the publica- 
tion of these tables has been a great service to the industry and 
that to secure its greater benefits any management could well 
afford to stand the occasional unjust criticism arising from the 
publicity given to comparative results. 
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CHAPTER VI 

AUDIT OF ACCOUNTS 

1. General. 

2. Distinction between statutory and limited companies. 

3. General provisions as to audit of limited companies. 

4. Appointment, remuneration and reappointment of auditors. 

5. General powers and duties. 

6. Civil and criminal liability. 

7. Duties and liabilities discussed in London and General Bank Case. 

8. Duties and liabilities in Kingston Cotton Mills Case. 

9. Pixley's summary of auditor's duties. 

10. Distinction between preparation of accounts and audit of accounts. 

11. Printing and certification of the accounts — Report of the auditor. 

12. Professional qualifications of auditor — Rule in regard to ownership of 

qualifying shares. 

13. Audit of accounts of statutory companies. 

14. Audit of railway accounts. 

15. Railway accounts — Certification as to up-keep of property. 

16. Audit of tramway accounts. 

17. Audit of accounts of electric light and power companies — Board of 

Trade audit. 

18. Audit of accounts of gas companies. 

19. Audit of accounts of London gas companies. 

20. Special provisions in relation to audit of gas accounts. 

21. Audit of accounts of water companies. 

22. Conclusion. 

1. GeneraL A distinctive feature of corporation accounting 
in Great Britain is the statutory provision for the audit of each 
company's accounts by an outside auditor selected by the share- 
holders. This auditor is responsible to the shareholders and is 
legally liable to reimburse the company for any loss occasioned 
by his false certification or negligence in connection with the 
audit. This audit requirement applies in general not only to 
all public service companies, but to all joint stock or limited 
liability companies. 

2. Distinction between statutory and limited companies. 
Public service corporations with the exception of electric sup- 
ply companies are termed statutory companies, as they are 
created and their powers and duties prescribed by special acts 
and orders. These statutory companies, though subject to 
special requirements as to their accounts and audit, are in gen- 
eral required to have a shareholder's audit. Electric supply 

[77] 
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companies are limited liability companies, and are organized 
under the general companies act. The provisions of the general 
companies act in relation to audit will first be considered. 

3. General provision as to audit of limited companies. In 
the first general companies act, adopted in 1844, very full clauses 
were inserted providing for the proper keeping of accounts, the 
balancing of the books, the preparation of a balance sheet, the 
audit of the same and the report thereon by the auditors. It 
was further provided that a printed copy of the balance sheet 
and of the auditors' report should be sent ten days before the 
annual meeting to every shareholder, and be filed 14 days after 
the meeting with the registrar of joint stock companies. A 
revised companies act was, however, adopted in 1862, and this 
act of 1862 omits all reference to the presentation of accounts 
to the shareholders and their previous audit as provided in the 
original act of 1862.1 

From 1862 to 1900 there was no provision for a shareholders' 
audit. The Companies Act of 1900, however, enacted that every 
company should have at least one auditor. These provisions in 
relation to audit were further supplemented by the Companies 
Act of 1907. In 1908 these and other provisions of the company 
law were consolidated in the Companies Consolidation Act. 
The provisions in relation to the appointment, remuneration, 
powers and duties of auditors are, in full, as follows i^ 

112. I. Every company shall at each annual general meeting appoint an 
auditor or auditors to hold office until the next annual general meeting. 

2. If an appointment of auditors is not made at an annual general meeting, 
the Board of Trade may, on the application of any member of the company, 
appoint an auditor of the company for the current year, and fix the remune- 
ration to be paid to him by the company for his services. 

3. A director or officer of the company shall not be capable of being ap- 
pointed auditor of the company. 

4. A person, other than a retiring auditor, shall not be capable of being 
appointed auditor at an annual general meeting unless notice of an intention 
to nominate that person to the office of auditor has been given by a share- 
holder to the company not less than fourteen days before the annual general 
meeting, and the company shall send a copy of any such notice to the retiring 
auditor, and shall give notice thereof to the shareholders, either by adver- 
tisement or in any other mode allowed by the articles, not less than seven 
days before the annual general meeting: 

^ See Pixley's Duties of Auditors, London, 1910, p. 9. 

•Companies Consolidation Act, 1908, 8 Edw. VII, Ch. 69, §§ 112-113. 
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Provided that if, after notice of the intention to nominate an auditor has 
been so given, an annual general meeting is called for a date fourteen days 
or less after the notice has been given, the notice, though not given within 
the time required by this provision, shall be deemed to have been properly 
given for the purposes thereof, and the notice to be sent or given by the 
company may, instead of being sent or given within the time required by this 
provision, be sent or given at the same time as the notice of the annual gen- 
eral meeting. 

5. The first auditors of the company may be appointed by the directors 
before the statutory meeting, and if so appointed shall hold office until the 
first annual general meeting, unless previously removed by a resolution of 
the shareholders in general meeting, in which case the shareholders at that 
meeting may appoint auditors. 

6. The directors may fill any casual vacancy in the office of auditor, but 
while any such vacancy continues the surviving or continuing auditor or 
auditors, if any, may act. 

7. The remuneration of the auditors of a company shall be fixed by the 
company in general meeting, except that the remuneration of any auditors 
appointed before the statutory meeting, or to fill any casual vacancy, may be 
fixed by the directors. 

113. I. Every auditor of a company shall have a right of access at all 
times to the books and accounts and vouchers of the company, and shall be 
entitled to require from the directors and officers of the company such infor- 
mation and explanation as may be necessary for the performance of the duties 
of the auditors. 

2. The auditors shall make a report to the shareholders on the accounts 
examined by them, and on every balance sheet laid before the company in 
general meeting during their tenure of office, and the report shall state: 

(a) Whether or not they have obtained all the information and explana- 
tions they required; and 

(b) Whether, in their opinion, the balance sheet referred to in the report 
is properly drawn up so as to exhibit a true and correct view of the state 
of the company's affairs according to the best of their information and the 
explanations given to them, and as shown by the books of the company. 

3. The balance sheet shall be signed on behalf of the board by two of the 
directors of the company or, if there is only one director, by that director, 
and the auditor's report shall be attached to the balance sheet, or there shall 
be inserted at the foot of the balance sheet a reference to the report, and the 
report shall be read before the company in general meeting, and shall be open 
to inspection by any shareholder. 

Any shareholder shall be entitled to be furnished with a copy of the bal- 
ance sheet and auditors' report at a charge not exceeding sixpence for every 
htmdred words. 

4. If any copy of a balance sheet which has not been signed as required 
by this section is issued, circulated, or published, or if any copy of a balance 
sheet is issued, circulated, or published without either having a copy of the 
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auditors' report attached thereto or containing such reference to that report 
as is required by this section, the company, and every director, manager, 
secretary, or other officer of the company who is knowingly a party to the 
default, shall on conviction be liable to a fine not exceeding fifty pounds. 

4. Appointment, remuneration and reappointment of 
auditors. A director or officer of the company may not be ap- 
pointed an auditor. The remuneration of the auditors is fixed 
at the general meeting. It having been suggested that on some 
occasions an auditor who had been inconveniently faithful to 
his duties had been quietly displaced at the next general meet- 
ing without notice to the shareholders, an amendment adopted 
in 1907 provides for a notice to the shareholders in case a new 
auditor is to be put in nomination to take the place of an exist- 
ing auditor.^ 

Pixley, in his " Duties of Auditors," explains this amendment 
of 1907 and the conditions and reasons that led to its enactment 
as follows (at pages 28-29) • 

Prior to the coming into force of the Companies Act, 1907, it was compe- 
tent for any shareholder present at an Annual General Meeting to propose 
any person, eligible by the Articles of Association to hold the appointment, 
to act as Auditor for the ensuing year. This occasionally led to abuse. 
Auditors, in the execution of their duties, sometimes cause annoyance to 
Directors who have not acted intra vires or have committed or been party to 
the commitment of irregularities, and the relationship between the Auditors 
and Directors become strained. Instances have occurred where the Direc- 
tors, in order to be relieved of the supervision of existing Auditors, have 
arranged with a friendly shareholder to propose at an Annual General Meet- 
ing an Auditor or firm of Auditors who, in their opinion, will be more 
amenable, and, without any explanations being given, an Auditor who has 
done his duty has been unfairly superseded. Cases also have occurred where, 
at a small meeting of shareholders, a shareholder has seized the opportunity 
of proposing a friend, without giving any reason for supplanting the existing 
Auditor, and has secured his election before the other shareholders were 
aware he was not the retiring Auditor. 

Evidence to this effect was given before the Committee on the Companies 
Bill, with the result that a clause was inserted in the Companies Act, 1907, 
which was continued in the Companies (Consolidation) Act, 1908, enacting 
that a person, other than retiring Auditor, is not capable of being appointed 
Auditor at an Annual General Meeting unless notice of an intention to nomi- 
nate that person to the office of Auditor is given by a shareholder to the 
Company not less than fourteen days before the Annual General Meeting, 
and the Company has sent a copy of such notice to the retiring Auditor, and 
has also given notice to the shareholders not less than seven days before the 
meeting. 

* Gore-Brown & Jordan, Handbook on Joint Stock Companies, 1908, p. 239. 
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The hands of Auditors have been very much strengthened by this enact- 
ment, as, should any attempt be made to remove Auditors who have done 
their duty and thereby displeased either a Board of Directors, or a single 
Director, or the Secretary, or other Official of the Company, or, perhaps, a 
shareholder or group of shareholders, the Auditors have an opportunity for 
arranging for the true facts to be placed before the meeting before the ap- 
pointment of Auditors is made. 

In relation to the tenure of the auditor, the plan adopted in 
the Glasgow Corporation Act, 1909, is of interest. This act pro- 
vides in considerable detail for the audit of the accounts of the 
city of Glasgow. It provides that the corporation shall appoint 
an auditor or auditors to be approved by the Secretary for Scot- 
land. Such auditors must be members of one of the incorpo- 
rated societies of accountants practicing in the city. Each 
auditor is appointed for a term of five years and may be removed 
within that term only with the approval of the Secretary for 
Scotland. At the end of five years the auditor is not eligible for 
reappointment except with the consent of two-thirds of the 
members present and voting at the meeting of the corporation. 

5. General powers and duties. The auditor or auditors have 
at all times a right of access to the books and accounts and 
vouchers of the company, and may require from the directors 
and officers all necessary information and explanations. The 
auditors must make a report and this report must specifically 
state : 

(a) Whether or not they have obtained all the information and explana- 
tions they have required; and 

(b) Whether, in their opinion, the balance sheet referred to in the report 
is properly drawn up so as to exhibit a true and correct view of the state of 
the company's affairs according to the best of their information and the 
explanations given to them, and as shown by the books of the company. 

The auditors are essentially agents of the shareholders, and it 
is their duty to act as a check upon the directors and to give 
assurance to the shareholders that the balance sheet and report 
are a correct statement of the affairs of the company. The 
assurance that the shareholders may, in fact, receive from the 
report of the auditors must depend very largely upon the reputa- 
tion, character and responsibility of the auditor or firm of 
auditors appointed. 
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6. Civil and criminal liability. An important feature of the 
audit system is the civil and criminal liability of the auditor. 
Auditors can be held criminally liable under the Larceny Act, 

1861, or the Companies Consolidation Act, 1908, for wilfully 
making false statements in a balance sheet, certificate or report. 
Under section 221 of the Criminal Code, 1872, of the Isle of 
Man, which is practically to the same effect, the three auditors 
of Dumbeirs Banking Co., Limited, which failed February 3, 
1900, were, on November 19th, following, sentenced to hard 
labor on conviction of having been parties to the publishing of 
false balance sheets.^ 

Since the case of Leeds Estate Building & Investment Co. vs. 
Shepherd, 36 Ch. D. 787, auditors have been held liable for divi- 
dends improperly paid out of capital under the terms of the 
Companies Winding-up Act, 1890, now incorporated in the Com- 
panies Consolidation Act, 1908. In the Leeds, etc., case in 1887 
an auditor was for the first time, under the Companies Act, 

1862, made a defendant to an action to hold him liable for breach 
of duty in making payment of dividends out of capital, and it 
was held by Judge Stirling that it is the duty of an auditor of a 
company's accounts not to confine himself to verifying the arith- 
metical accuracy of the balance sheet, but to inquire into its 
substantial accuracy, and to ascertain whether it contains the 
particulars specified in the articles of association and is properly 
drawn up so as to contain a true and correct representation of 
the state of the company's affairs. It was held that, as in this 
case improper payments by the directors were the natural and 
immediate consequence of breach of duty on the part of the 
auditor, he was liable in damages to the amount so paid, except 
so much thereof as was covered by the Statute of Limitations.* 

7. Duties and liabilities discussed in London and General 
Bank case. A leading case in regard to the general duties of 
auditors and their liability under the Companies Winding-up 
Act is In re London and General Bank, 2 Ch. 673 (1895). In 
his opinion in this case Judge Lindley says: 

It is no part of an auditor's duty to give advice either to directors or 
shareholders as to what they ought to do. An auditor has nothing to do 
with the prudence or imprudence of making loans with or without security. 

*Pixley*s Duties of Auditors, 1910, pp. 539-540. 
« Ibid., p. 538. 
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It is nothing to him whether the business of a company is being conducted 
prudently or imprudently, profitably or unprofitably. It is nothing to him 
whether dividends are properly or improperly declared, provided he dis- 
charges his own duty to the shareholders. His business is to ascertain and 
state the true financial position of the company at the time of the audit, and 
his duty is confined to that. But then comes the question: How is he to 
ascertain that position? The answer is, by examining the books of the com- 
pany. But he does not discharge his duty by doing this without inquiry and 
without taking any trouble to see that the books themselves show the com- 
pany's true position. He must take reasonable care to ascertain that they 
do so. Unless he does this his audit would be worse than an idle farce. 
Assuming the books to be so kept as to show the true position of a company, 
the auditor has to frame a balance-sheet showing that position according to 
the books, and to certify that the balance-sheet presented is correct in that 
sense. But his first duty is to examine the books, not merely for the purpose 
of ascertaining what they do show, but also for the purpose of satisfying 
himself that they show the true financial position of the company. This is 
quite in accordance with the decision of Stirling, J., in Leeds Estate, etc., 
Company v. Shepherd (57 L. T. Rep. 684; 36 Ch. Div. 787, at page 802;. 
An auditor, however, is not bound to do more than exercise reasonable care 
and skill in making inquiries and investigations. He is not an insurer; he 
does not guarantee that the books do correctly show the true position of the 
company's affairs ; he does not even guarantee that his balance-sheet is accur- 
ate according to the books of the company. If he did, he would be respon- 
sible for error on his part, even if he were himself deceived without any 
want of reasonable care on his part, say, by the fraudulent concealment of a 
book from him. His obligation is not so onerous as this. Such I take to be 
the duty of the auditor ; he must be honest, i. e., he must not certify what he 
does not believe to be true, and he must take reasonable care and skill before 
he believes what he certifies is true. What is reasonable care in any particu- 
lar case must depend upon the circumstances of that case. Where there is 
nothing to excite suspicion very little inquiry will be reasonably sufficient; 
and in practice I believe business men select a few cases at haphazard, see 
that they are right, and assume that others like them are correct also. Where 
suspicion is aroused more care is obviously necessary; but, still, an auditor 
is not bound to exercise more than reasonable care and skill, even in a case 
of suspicion, and he is perfectly justified in acting on the opinion of an 
expert where special knowledge is required. 

8. Duties and liabilities in Kingston Cotton Mills case. 
Another leading case in regard to the duties of auditors is In re 
Kingston Cotton Mills Co., 2 Ch. 284 (1896). In this case the 
general principles laid down by Judge Lindley in the London 
and General Bank case were approved, and it was held, in ac- 
cordance with these principles, that an auditor who, without 
any ground of suspicion, had accepted and acted on the certifi- 
cate of the manager of the company as to the amount and value 
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of the company's stock, such manager having been long in the 
service of the company, and being a man of high character and 
unquestioned competence and trusted by every one who knew 
him, the auditor was not under any liability, though the valua- 
tion proved to have been false to the knowledge of the 
manager. 1 

In commenting on the above case, Gore-Brown and Jordan in 
their " Handbook on Joint Stock Companies," 1908, give the fol- 
lowing additional explanations (at pages 243-245) : 

It must not, however, be thought that an auditor may rely upon others for 
anything which it is part of his duty to examine himself. 

The auditors will clearly be bound to ask for any information and explana- 
tions they require to form an opinion upon the company's position, and take 
into account the answers they get before they make their report. . . . 

Again, it is not the duty of the auditors to value the freehold or leasehold 
property or the stock-in-trade of the company. But if they find that depre- 
ciation is not being written off from a wasting property, or that absurd 
values are placed upon existing property, or still more, if amounts arc being 
" written on " for supposed enhancement of value, they should require the 
directors either to have an independent valuation by some competent person, 
or to state clearly in the balance sheet how the amounts are arrived at. . . . 

Though it is not the duty of the auditors to advise, they usually give the 
company the advantage of their experience in determining what amounts are 
properly carried on capital account, what divided over several years, and what 
charged to the current year, and they should particularly direct their atten- 
tion to seeing that dividends are only paid out of profits. If the directors 
do not accept their opinion, they must protect themselves by attaching a note 
to the balance sheet or profit and loss account. 

9. Pixley's summary of auditor's duty. Pixley, in his chapter 
on the Principles of an Audit in his treatise on " Duties of 
Auditors," summarizes the general character of an effective 
audit and refers specially to the " errors of principle " to the 
finding and correction of which the auditor's skill should be 
chiefly devoted. He says (at pages 390, 394, 395) : 

When auditing was in its infancy, that is, when the audits were performed 
exclusively by those who were elected to the office solely because they hap- 
pened to be shareholders or partners in the concern, the checking the pay- 
ments as shown in the Cash Book with the vouchers, agreeing the cash 
balance with that shown in the Bankers' Pass Book, checking the Ledger 
balances into the Trial Balance, and therefrom into the Accounts presented 
to the shareholders, was practically looked upon as the sole duty of an 
Auditor, in other words, the audit was merely mechanical. 

* Palmer's Company Law, 1911, pp, 226-227. 
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Much more is expected, however, from the professional Auditor, and, in 
the legal decisions which have been given in connection with their duties, it 
is quite clear that not only do the general body of shareholders expect more 
than they did from the Auditor, but their expectations have been endorsed 
by the Judges, including those of the Court of Appeal. At the same time 
it has been held judicially that it is absolutely impossible for an Auditor to 
check all the items of the books, and, in fact, it would be impossible for him 
to do his duty were he not able to rely with some degree of confidence upon 
what are known as " Internal Checks," that is, checks performed in the offices 
of large Companies by a Committee of the Directors, or by a single Director, 
or by one set of clerks having no connection in their ordinary daily work 
with the other departments over which they exercise this supervision. . . . 

Fortunately for the community at large, the majority of persons in charge 
of property, and of the bookkeeping relating thereto, are honest, and it is 
seldom!, therefore, that the Aud'tor discovers that cashiers have appropriated 
cash and manipulated their books in order to conceal their defalcations, but 
in the majority of cases in which Accounts are submitted to Auditors " Errors 
of Principle" come under their notice. 

There are many reasons why these errors arise; in the first place, even 
skilled Accountants and bookkeepers are not always acquainted with the law 
under which their employers carry on their operations. Whether they be 
Public Companies registered under Acts of Parliament, Partners working 
under the Partnership Act, 1889, Executors and Trustees acting under the 
Will of a Testator, or Administrators of the property of an Intestate, the 
Accounts prepared on their behalf, and presented to Auditors, are, although 
perhaps correct from an accountancy point of view, frequently not presented 
in the form prescribed by an Act of Parliament, or by a Deed, or an Agree- 
ment, and, moreover, they may contain entries of payments which are ultra 
vires. 

A professional Auditor has to deal with these improper payments, with 
incorrectly stated forms of Accounts, and also with a variety of other matters 
quite outside the question of mere accountancy accuracy. 

For example: The Auditor should ascertain that the authorised capital of 
the Company, both share and loan, has not been exceeded. That expenditure 
which ought properly to be charged against the Revenue Account has not 
been capitalised. That the funds of the company have not been invested in 
prohibited securities, and generally that the Statements presented to the share- 
holders not only agree with the books of the Company, but that the trans- 
actions, the financial results of which are recorded in these Accounts, have 
been in conformity with the public law and the private statutes of the Com- 
pany, and if the forms of account to be presented to the shareholders arc 
prescribed by law the Auditor should endeavor to induce the Directors to 
present the Statements prepared in the statutory form, so as to make it 
unnecessary to refer in his report to the fact of their not having been pre- 
pared in the prescribed form. 

10. Distinction between preparation of accounts and audit of 
accounts. The duty of preparing the accounts of the company 
devolves not upon the auditor, but upon the directors. When 
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accounts have been prepared by the permanent staff of the com- 
pany, they must be formally approved by the directors at a 
board meeting, and in the case of a company subject to the Com- 
panies Consolidation Act, 1908, they have to be signed on behalf 
of the board by two of the directors. It is only when the ac- 
counts have been thus approved that they are ready for audit. 
In many companies, however, it is the practice for the directors 
to ask the auditors to prepare the accounts as well as to audit 
them. In this case, however, the preparation of the accounts is 
not performed by them as auditors, but solely as professional 
accountants. In such case in the preparation 01 the accounts 
they are responsible to the directors, but in the audit of the 
accounts they represent the shareholders. In case the accounts 
are prepared by the company's staff, it is usual for the secretary 
or comptroller of the company to see the auditors and take their 
advice on any points before finally settling them for the 
directors.^ 

11. Printing and certification of the accounts — Report of the 
auditor. When the accounts have been audited they are printed 
and the report of the auditor or auditors is usually printed at 
the foot of the balance sheet. If the report itself is not attached 
to the balance sheet a reference to such report must be inserted 
at the foot of the balance sheet. 

If, in the opinion of the auditor of a limited company, the 
accounts and balance sheet are so explicit that no further infor- 
mation need be givefi to the shareholders, his report may consist 
solely of the words necessary to fulfill the conditions laid down 
in section 113 of the Companies Consolidation Act, 1908. In 
such case the report is substantially in the following form : 

I report that I have obtained all the information and explanations I have 
required, and in my opinion the above Balance Sheet is properly drawn up 
so as to exhibit a true and correct view of the state of the Company's affairs 
according to the best of my information and the explanations given to me, 
and as shown by the books of the Company. 

In case the auditor deems it necessary, he may add certain 
qualifying statements to his report. For example, he may state 
that there has been no allowance for depreciation or for wasting 
assets, or he may draw attention to the amount allowed for 

* Pixley's Duties of Auditors, 1910, pp. 345, 360. 
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these purposes with the intimation that it is too small. In cer- 
tain very exceptional cases the auditor might deem it his duty 
to make a special report to the shareholders in relation to cer- 
tain matters. It is quite usual, however, for the auditors to 
make a confidential report to the directors in relation to book- 
keeping methods and other matters concerning which they be- 
lieve that improvements can be advantageously adopted. The 
auditor, however, has no right to insist that his recommenda- 
tions be adopted. 

The auditor does not discharge his duty by simply putting 
the shareholders in the way of obtaining information. He must 
actually give them the information in unequivocal terms. In re 
the London and General Bank, 2 Ch. 673 (1895), Judge Lindley 
says: 

A person whose duty it is to convey information to others does not dis- 
charge that duty by simply giving them so much information as is calculated 
to induce them, or some of them, to ask for more. Information and means 
of information are by no means equivalent terms.. Still, there may be cir- 
cumstances under which information given in the shape of a printed docu- 
ment circulated amongst a large body of shareholders would, by its conse- 
quent publicity, be very injurious to their interests, and in such a case I am 
not prepared to say that an auditor would fail to discharge his duty if, 
instead of publishing his report in such a way as to ensure publicity, he made 
a confidential report to the shareholders, and invited their attention to it and 
told them where they could see it. The auditor is to make a report to the 
shareholders, but the mode of doing so and the form of the report are not 
prescribed. If, therefore, Mr. Theobald had laid before the shareholders the 
balance-sheet and profit and loss account, accompanied by a certificate in the 
form in which he first prepared it, he would perhaps have done enough 
under the peculiar circumstances of this case. I feel, however, the great 
danger of acting on such a principle, and in order not to be misunderstood 
I will add that an auditor who gives shareholders means of information 
instead of information respecting a company's financial position does so at 
his peril, and runs the very serious risk of being held judicially to have 
failed to discharge his duty. In this case I have no hesitation in saying that 
Mr. Theobald did fail to discharge his duty to the shareholders in certifying 
and laying before them the balance-sheet of February, 1892, without any 
reference to the report which he laid before the directors, and with no other 
warning than is conveyed by the words, "The value of the assets as shown 
on the balance-sheet is dependent upon realisation." The most important 
asset on that balance-sheet is put down as " Loans to customers and other 
securities," ^346,975, and on these a full and detailed report was made to the 
directors showing the very unsatisfactory state of these loans and securities, 
and it is impossible to read the oral evidence, the rieport of Balfour and 
Brock, dated 22nd December, 1891, and the report of the auditor to the 
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directors of the 3rd February, 1892, without coming to the conclusion that 
the entry of that large sum as a good asset without explanation was unjusti- 
fiable. It is a mere truism to say that the value of loans and securities 
depends on their realisation. We were told that a statement to that effect 
is so unusual in an auditor's certificate that the mere presence of those words 
was enough to excite suspicion. But, as already stated, the duty of an audi- 
tor is to convey information, not to arouse inquiry, and, although an auditor 
might infer from an unusual statement that something was seriously wrong, 
it by no means follows that ordinary people would have their suspicions 
aroused by a similar statement if, as in this case, its language expresses no 
more than any ordinary person would infer without it. 

12. Professional qualifications of auditor — Rule in regard 
to ownership of qualifying shares. In the early days the 
auditors were shareholders and their audits perfunctory and of 
little value. The auditors selected had no professional qualifica- 
tions. Their labors consisted almost exclusively of a mechanical 
checking of certain items and balances. At present at least, one 
of the auditors appointed is almost invariably a professional 
accountant. The development of a professional audit has, how- 
ever, been greatly retarded by the provision in the Companies 
Clauses Consolidation Act, 1845, requiring that, where no other 
qualification is prescribed by the companies special act, every 
auditor shall hold at least one share in the company. This Com- 
panies Clauses Act applies to all statutory companies, but not 
to ordinary limited liability companies. The regulation of Rail- 
ways Act, 1868, section 11, repeals as to railways incorporated 
after July 31, 1868, the above provision, making the holding of 
at least one share a qualification for the office of auditor. Many 
recent special acts creating gas, electric and other companies 
provide that the auditors need not hold shares in the company. 
Some recent special acts require the auditors to be members of 
the Institute of Chartered Accountants or of the Incorporated 
Society of Accountants and Auditors.* As above indicated, 
auditors appointed for ordinary joint stock companies under the 
Companies Consolidation Act, 1908, are not required to hold 
shares as a qualification for appointment. Pixley, in his treatise 
on " Duties of Auditors," states that it is very unwise to require 
an auditor to be a shareholder, as such provision militates 
against the employment of professional accountants, and for 
the reason, moreover, that an auditor who is a large shareholder 

»Scc Michael & Will, Law Relating to Gas and Water, 1911, p. 1125. 
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may fail in his duties through selfish motives. It may be against 
his interest to present a true statement of the accounts if such 
true statement may cause a fall in the market price of the shares 
and thus depreciate his own holding.^ 

13. Audit of accounts of statutory companies. The provi- 
sions of the Companies Consolidation Act, 1908, do not in gen- 
eral apply to public service companies with the exception of 
electric supply companies. Most public service companies are 
statutory companies, and they are created and governed by 
their special act or order. In such case the provisions of the 
Companies Clauses Consolidation Act, 1845, 8 & 9 Vict., Ch. 16, 
are incorporated by reference in such special act or order. 

The Companies Clauses Consolidation Act, 1845, provides in 
sections 101-108 for the election of auditors by the shareholders. 
Unless the number of auditors is prescribed in the special act, 
two are chosen. In some recent acts it is provided that the 
number of auditors shall be one, unless increased to two by 
order of a general meeting.^ The auditors may employ such 
accountants and other persons as they think proper, at the ex- 
pense of the company. They may make a special report on the 
accounts submitted, or simply confirm them. Their report or 
confirmation must be read, together with the report of the di- 
rectors, at each ordinary meeting. 

Generally speaking, the discussion of the powers, duties and 
liabilities of auditors contained in sections 4-12 above apply to 
the auditors of statutory companies as well as to those of limited 
companies. 

These provisions in relation to auditors and audit are, in full, 
as follows :^ 

And with respect to the appointment and duties of auditors, be it enacted 
as follows: 

loi. Except where by the special act auditors shall be directed to be 
appointed otherwise than by the company, the company shall, at the first 
ordinary meeting after the passing of the special act, elect the prescribed 
number of auditors, and if no number is prescribed two auditors, in like 
manner as is prescribed for the election of directors; and at the first ordi- 
nary meeting of the company in each year thereafter the company shall in 
like manner elect an auditor to supply the place of the auditor then retiring 
from office, according to the provision hereinafter contained ; and every audi- 

» Pixley's Duties of Auditors, 1910, p. 537. 

*Sec Michael & Will, Law Relating to Gas and Water, 1911, p. 1125. 

■ Companies Clauses Consolidation Act, 1845, 8 and 9 Vict., Ch. 6. 
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tor elected as hereinbefore provided, being neither removed nor disqualified, 
nor having resigned, shall continue to be an auditor until another be elected 
in his stead. 

IQ2. Where no other qualification shall be prescribed by the special act, 
every auditor shall have at least one share in the undertaking; and he shall 
not hold any office in the company, nor be in any other manner interested 
in its concerns, except as a shareholder. 

103. One of such auditors (to be determined in the first instance by bal- 
lot between themselves, unless they shall otherwise agree, and afterwards by 
seniority) shall go out of office at the first ordinary meeting in each year; 
but the auditor so going out shall be immediately re-eligible, and after any 
such re-election shall, with respect to the going out of office by rotation, be 
deemed a new auditor. 

104. If any vacancy take place among the auditors in the course of the 
current year, then at any general meeting of the company the vacancy may, 
if the company think fit, be supplied by election of the shareholders. 

105. The provision of this act respecting the failure of an ordinary meet- 
ing at which directors ought to be chosen shall apply, mutatis mutandis, to 
any ordinary meeting at which an auditor ought to be appointed. 

106. The directors shall deliver to such auditors the half-yearly or other 
periodical accounts and balance sheet, fourteen days at the least before the 
ensuing ordinary meeting at which the same are required to be produced by 
the shareholders as hereinafter provided. 

107. It shall be the duty of such auditors to receive from the directors 
the half-yearly or other periodical accounts and balance sheet required to be 
presented to the shareholders, and to examine the same. 

108. It shall be lawful for the auditors to employ such accountants and 
other persons as they may think proper, at the expense of the company, and 
they shall either make a special report on the said accounts, or simply con- 
firm the same; and such report or confirmation shall be read, together with 
the report of the' directors, at the ordinary meeting. 

14. Audit of railway accounts. The appointment of share- 
holders' auditors for railway companies is made under the terms 
of the Companies Clauses Consolidation Act, 1845, 8 & 9 Vict., 
Ch. 16, §§ 101-108, quoted above. The duties and responsibili- 
ties of the auditors are, however, greatly extended as to railway 
companies by the Railway Companies Act, 1867, 30 & 31 Vict., 
Ch. 127, § 30. By this section the railway auditors must certify 
specifically *' that the dividend proposed to be declared on the 
shares is bona Rde due thereon after charging the revenue of the 
half-year with all expenses which ought to be paid thereout in 
the judgment of the auditors." If, however, the directors differ 
from the judgment of the auditors, the directors may state their 
reason for disagreement and the shareholders in general meet- 



Digitized by VjOOQ IC 



Audit of Accounts 91 

ing may decide thereon. But, unless the shareholders decide 
specifically in favor of the contention of the directors, the judg- 
ment of the auditors is final and binding. The auditors may add 
to their certificate, or issue to the shareholders independently 
at the cost of the company, any statement respecting the finan- 
cial condition and prospects of the company which they think 
material for the information of the shareholders. The entire 
section is as follows:* 

No dividend shall be declared by a company until the auditors have certified 
that the half-yearly accounts proposed to be issued contain a full and true 
statement of the financial condition of the company, and that the dividend 
proposed to be declared on the shares is bona fide due thereon after charging 
the revenue of the half-year with all expenses which ought to be paid thereout 
in the judgment of the auditors ; but if the directors differ from the judgment 
of the auditors with respect to the payment of any such expenses out of the 
revenue of the half-year, such difference shall, if the directors desire it, be 
stated in the report to the shareholders, and the company in general meeting 
may decide thereon, subject to all the provisions of the law then existing, 
and such decision shall for the purpose of the dividend be final and binding; 
but if no such difference is stated, or if no decision is given on any such 
difference, the judgment of the auditors shall be final and binding; and the 
auditors may examine the books of the company at all reasonable times, and 
may call for such further accounts, and such vouchers, papers, and informa- 
tion, as they think fit, and the directors and officers of the company shall pro- 
duce and give the same as far as they can, and the auditors may refuse to 
certify as aforesaid until they have received the same; and the auditors may 
at any time add to their certificate, or issue to the shareholders independently 
at the cost of the company, any statement respecting the financial condition 
and prospects of the company which they think material for the information 
of the shareholders. 

15. Railway accounts — Certification as to up-keep of prop- 
erty. The form of accounts prescribed for railways under the 
regulation of Railways Act, 1868, 31 & 32 Vict., Ch. 119, pro- 
vides that there are to be appended to the accounts certificates 
as to the up-keep of the company's property by the officials 
responsible for such up-keep. The form of these certificates as 
contained in the first schedule of the above act is as follows: 

Certificate Respecting the Permanent Way, etc. 

I hereby certify that the whole of the company's permanent way, stations, 
buildings, canals, and other works have, during the past half year, been main- 
tained in good working condition and repair. 

Date , 18 . Engineer. 

>Thc Railway Companies Act, 1867, 30 and 31 Vict.. Ch. 127, | 30. 
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Certificate Respecting the Rolling Stock. 

I hereby certify that the whole of the company's plant, engines, tenders, 
carriages, wagons, machinery, and tools, also the marine engines of the steam 
vessels, have during the past half year been maintained in good working 
order and repair. 

Date , i8 . Chief Engineer or 

Locomotive Superintendent. 

The uniform system of accounts for railways prescribed in 
the act of 191 1, contains a heading entitled " Certificates of the 
responsible officers as to the up-keep of the whole of the com- 
pany's property." This apparently assumes the making of a 
certificate substantially in the form required by the act of 1868 
above quoted. 

The above certificate as to up-keep is of rather doubtful value. 
A difficulty seems to be that an engineer or other official who is 
immediately responsible to the directors of the company, is 
not always in a position where he can give an independent cer- 
tificate. As an illustration of this, the following case is related. 
The engineer of a railway company believed that a certain quite 
radical change should be made in the car equipment. He was 
not able to convince the management of the necessity for the 
change. He accordingly stated that he would refuse to certify 
to the up-keep of the equipment. The result was that the engi- 
neer was forced to leave the employ of the company, and the 
certificate as to up-keep was duly signed by his assistant, who 
later became the chief engineer. 

An auditor, on the other hand, is more independent. After 
his election by the shareholders at the annual meeting, he can- 
not be dismissed until after he has submitted his report to the 
shareholders. He is not responsible in any way to the directors. 

It is possible that a certificate in regard to the up-keep of a 
railway or other public utility would be of advantage in some 
cases if it could be made by an engineer who was in some 
measure independent of the management. It might prevent a 
tendency to starve the works and neglect up-keep in order to 
continue the existing dividend. Some flagrant examples of 
failure to provide for the proper maintenance of the property 
could be cited in connection with recent American street rail- 
way history. With ordinary efficient commission supervision, 
however, such flagrant failures of maintenance are probably out 
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of the question, so that this reason for a special certificate as to 
up-keep no longer exists. 

16. Audit of tramway accounts. Tramways and light rail- 
ways of the tramway type are subject to the provisions of the 
Companies Clauses Consolidation Act, 1845, which require an 
audit of accounts by an auditor or auditors selected by the share- 
holders. The Light Railways Act, 1896, provides in section 11 
that light railway orders issued under the act may provide for 
" the proper audit of the accounts of the managing body of the 
railway." But the clause in the model light railway order 
simply provides that " the company shall transmit to the 
Board of Trade such returns and accounts as the board may 
require." No provision is inserted in relation to audit. 

17. Audit of accounts of electric light and power com- 
panies — Board of Trade audit. Electric supply companies are 
usually limited liability companies and are created under and 
subject to the provisions of the Companies Consolidation Act, 
1908. This act as shown above provides for an audit by an 
auditor or auditors selected by the shareholders. Electric power 
companies, on the other hand, are usually statutory companies, 
and come under the audit provisions of the Companies Clauses 
Consolidation Act, 1845, §§ 101-108 (see above, section 13). 
But both electric supply and electric power companies, besides 
being subject to this audit by auditors representing the share- 
holders, are also subject to a special audit by an auditor ap- 
pointed by the Board of Trade. 

The Electric Light Clauses Act, 1899, provides for the audit 
of the accounts of electric light and power companies by an 
auditor appointed by the Board of Trade. This provision of the 
Electric Lighting Clauses Act is included in all provisional 
orders and special acts authorizing the supply of electricity for 
light and power. The provision is in full as follows t^ 

I. The annual statement of accounts of the undertaking, before being pub- 
lished as provided by section nine of the Electric Lighting Act, 1882, shall 
be examined and audited by such competent and impartial person as the 
Board of Trade appoint, and the remuneration of the auditor shall be such 
as the Board of Trade direct, and that remuneration and all expenses in- 
curred by him in or about the execution of his duties, to such an amount as 

* Electric Lighting Clauses Act, 1899, 62 and 63 Vict., Ch. 19, % 6. 
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the Board of Trade approve, shall be paid by the Undertakers on demand, 
and shall be recoverable summarily as a civil debt 

2. The Undertakers shall give to the auditor, his clerks and assistants, 
access to such of the books and documents relating to the undertaking as are 
necessary for the purposes of the audit, and shall when required furnish 
to him and them all vouchers and information requisite for that purpose, 
and shall afford to him and them all facilities for the proper execution of his 
and their duty. 

3. The Board of Trade may make and vary regulations prescribing the 
times at and the mode in which the audit shall be made and conducted, or 
otherwise for the purpose of giving effect to the provisions of this section. 

4. Any report made by the auditor, or such portion thereof as the Board 
of Trade direct, shall be appended to the annual statement of accounts, and 
shall form part thereof for the purposes of the said section nine. 

The remuneration of the auditor is fixed by the Board of 
Trade, and his remuneration and expenses are paid by the com- 
pany. No formal regulations have been issued by the Board of 
Trade in accordance with clause 3 of the above section, but the 
board has issued a confidential memorandum of instruction to 
its auditors. The audit is intended to safeguard the interests 
of the public rather than those of the shareholder, whose inter- 
ests are assumed to be guarded by a special shareholders' audit. 
The auditors are assumed to be acquainted with the provisions 
of the various laws regulating electrical companies and to bring 
to the attention of the Board of Trade any breaches in such pro- 
visions which may come to light in the course of the audit. The 
Board of Trade audit is perhaps intended primarily to safe- 
guard the interests of the local authority and the consumers, 
having in view the provisions relating to purchase by the local 
authority and the provisions relating to a revision of prices by 
the Board of Trade. Formerly the auditor appointed by the 
Board of Trade was often the same as the auditor appointed by 
the shareholders or by the directors, but the Board of Trade has 
recently enforced a ruling that in no case shall the auditor ap- 
pointed by the board or any member of his firm act as auditor 
appointed by the shareholders or the directors. 

The Board of Trade auditor considers the allowance for depre- 
ciation and the treatment of supersession caused by inadequacy 
or obsolescence, but no uniform ruling has been laid down by 
the Board of Trade in relation to these matters. In fact, neither 
the auditor of the board, nor the board itself, has compulsory 
authority to require the companies to alter their accounts. The 
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board may attempt by conference or correspondence to secure 
an additional allowance for depreciation, or the writing off of 
capital on account of discarded plant, and, in case its views are 
not accepted, it may, under clause 4 of section 6, require a state- 
ment by the auditor in relation to the disputed item to be ap- 
pended to the annual statement of accounts. The board is also 
authorized, under the Electric Lighting Act, 1909, section 13, to 
make a return to Parliament from time to time, giving such par- 
ticulars as the board may think proper in regard to reports made 
by auditors, and any action taken on such report by the board 
and by the companies. The board, however, has not as yet exer- 
cised the authority granted by this provision. It doubtless 
serves a useful purpose, however, in strengthening in a measure 
the influence of the board, as no company would care to have its 
accounts made the subject of a special return to Parliament. 
The following is a copy of the provision in full :^ 

The Board of Trade shall from time to time make a return to Parliament 
giving such particulars as they may think proper with regard to the reports 
made by any auditors appointed by them to audit the accounts of any under- 
takers, and any action taken on such reports by the Board and by the 
undertakers. 

18. Audit of accounts of gas companies. Gas companies are 
in general subject to an audit by auditors selected by the share- 
holders in accordance with the provisions of the Companies 
Clauses Consolidation Act, 1845, sections 101-108 (see above, 
section 13). Most of the larger companies are, in addition, sub- 
ject to an audit by an auditor appointed by the local authority 
or by the Board of Trade. 

19. Audit of Accounts of London Gas Companies. The City 
of London Gas Act, 1868, sections 78-83, provides for an audit of 
accounts by an auditor appointed by the Board of Trade. This 
act applied only to the City of London, but its provisions were 
during the next two years extended to all of the metropolitan 
companies. It was made the duty of the auditor to investigate 
the accounts and ascertain and certify the amount of their respec- 
tive capitals. He was also to prescribe a form of accounts and 
make a half-yearly audit. If the accounts were found to be in- 
correct, he could require the company to correct the same, and 

» Electric Lighting Act, 1909, 9 Edward VII. Ch. 34, { 13. 
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no dividend could be declared until a certificate by him to the 
correctness of the accounts had been made. When the London 
companies came under the sliding scale in 1875 and 1876 their 
special acts prescribed an audit of accounts in almost identical 
terms with the City of London Gas Act of 1868. These provi- 
sions as to audit now apply to the three large metropolitan gas 
companies, The Gas, Light & Coke Company, The South Metro- 
politan Gas Company, and the Commercial Gas Company, and 
also to the Brentford Gas Company, which is classed as a sub- 
urban company.^ 

The provisions of the Commercial Gas Act, 1875, 38 & 39 Vict., 
Ch. 200, in relation to the audit of accounts are, in full, as fol- 
lows: 

54. There shall be an auditor of the accounts of the Commercial Company, 
being a competent and impartial person from time to time appointed by and 
removable by the Board of Trade (which auditor is in this Act referred to 
as the auditor). 

55. The auditor shall with all practicable speed after the commencement 
of this Act investigate the accounts of the Commercial Company and ascer- 
tain and certify the amount of their capital distinguishing share from loan 
capital and shall from time to time as new capital shall be expended in like 
manner ascertain and certify such new capital. 

56. The auditor shall from time to time prescribe an uniform form of 
accounts to be kept by the Commercial Company. 

57. The auditor shall during every half year as and when he thinks fit 
inspect the accounts of the company and audit the same and if he finds the 
same correct he shall certify the same but if he finds the accounts incorrect 
in principle or in detail he shall require the Commercial Company to correct 
the same in such manner as he thinks right and he may if he thinks fit grant 
a conditional certificate so as to authorise the payment of a dividend subject 
to correction if need be and except in the case of a conditional certificate a 
dividend shall not in any case be declared until the accounts are certified by 
the auditor. The accounts as and when certified shall be forthwith laid 
before both Houses of Parliament if Parliament be then sitting and if Par- 
liament be not then sitting within seven days after the commencement of the 
then next session of Parliament. 

58. The Commercial Company shall give to the auditor, his clerks and 
assistants access to the books and documents of the company and shall when 
required furnish to him or them all vouchers and information requisite for 
the purposes of the audit and shall afford to him and them all facilities for 
the proper execution of his and their duty. 

, — . — _ _ — _ — » 

1 Commercial Gas Company Act, 1875, Ch. 200, SI 54-60; Gas, Light & Coke Company 
Act, 1876, Ch. 225, SI 57-62; South Metropolitan Gas Company Act, 1876, Ch. 229; 
Brentford Gas Company Act, 1876. 



Digitized by VjOOQ IC 



Audit of Accounts 97 

59. A copy of the accounts before the auditor shall certify the same shall 
be forwarded to the Metropolitan Board and the Metropolitan Board may 
in case they shall so desire appear before the auditor and before certifying 
the accounts the auditor shall if required hear the Metropolitan Board and 
the company with respect to any matter relating to such audit or accounts. 

60. If the Metropolitan Board or the Commercial Company think them- 
selves aggrieved by any act, determination or omission of the auditor the 
matter in difference shall be referred to the determination of an arbitrator 
to be agreed on between them and the auditor or in default of agreement 
to be appointed on the application of either party by the Lord Chief Justice 
of the Court of Common Pleas and the reference shall be subject and accord- 
ing to the provisions of the Common Law Procedure Act, 1854, and the 
costs of the arbitrator whose decision shall with respect to all such matters 
be final and conclusive and subject to this provision the directions and deter- 
mination of the auditor shall be final and conclusive. 

By the Local Government Act of 1888, the London County 
Council is substituted for the Metropolitan Board in the above 
sections. The powers of the Board of Trade auditor are exten- 
sive and important. Often he is consulted in advance as to 
whether a particular expenditure is a proper charge upon the 
funds of the company, and he may control in detail the allocation 
of accounts. His decision may, however, be appealed to the de- 
termination of an arbitrator on the application either of the Lon- 
don County Council or of the company. The Board of Trade 
has appointed the same auditor for each of the four companies, 
and the auditor has kept quite a close supervision over the ac- 
counts through monthly and half-yearly inspections. It seems 
to be recognized that this has been of mutual advantage, and no 
serious difficulties have arisen because of the powers granted to 
the auditor. It does not seem, however, to have been the func- 
tion of the auditor to see that the plant abandoned by removal 
of works or in some cases plant discarded or superseded should 
be written off the capital account. 

20. Special provisions in relation to audit of gas accounts. 
Provision is frequently made in the special gas company acts for 
the audit of the accounts of the company by an auditor selected 
by the local authority. Thus, the accounts of the Sheffield 
United Gas Light Company are audited by an auditor appointed 
by the municipal corporation of Sheffield. In this case this audit 
is the only one made, as there is no auditor appointed by the 
shareholders. The provisions of the Sheffield Gas Act, 1855, in 
relation to audit are as follows : 
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LXVIII. The Corporation shall in the month of January in every year 
after the commencement of this Act appoint an Auditor, not being a Share- 
holder in the Company, for the Purpose of auditing the Accounts of the 
Company; and in every Case of a Vacancy in the Office of such Auditor 
before the Accounts are audited, the Corporation shall appoint an Auditor 
to supply the Vacancy. 

LXIX. It shall be the duty of the Auditor half-yearly to audit the 
Accounts of the Company, and to receive from the Directors the Balance 
Sheet required to be presented to the Shareholders, and to examine the same. 

LXX. The Directors shall deliver to the Auditor the Balance Sheet Four- 
teen Days at the least before the ensuing Ordinary Meeting at which the 
same is required to be produced to the Shareholders. 

LXXI. The Books of the Company shall be balanced up to the Thirtieth 
Day of June and the Thirty-first Day of December respectively in every year. 

LXXII. For the Purposes of his Appointment, the Auditor may examine 
the Accounts of the Company at any Time during Fourteen Days before 
every Ordinary Meeting, and the Company shall at every such Examination 
produce and lay before the Auditor the Accounts of the Company for the 
preceding Half Year, accompanied by proper Vouchers for the Support of 
the Same, and submit to his inspection all Books, Papers and Writings relat- 
ing to such Accounts which he may require; and the Auditor may examine 
any of the Clerks or Servants of the Company whom he shall think fit, and 
whom he is hereby empowered to summon before him for the Purpose of 
such Examination, and he may either make a special Report on the Accounts, 
or simply confirm the same, and such Report or Confirmation shall be read, 
together with the Report of the Directors, at the Ordinary Meeting. 

Similarly, the accounts of the Brighton & Hove General Gas 
Company are audited by an auditor appointed by the local 
authority. Similar provision is made in the British Gas Light 
(Potteries) Act, 1895, the British Gas Light (Norwich) Act, 
1896, and the British Gas Light (Hull) Act, 1901. The South- 
end-on-Sea Gas Act, 1898, provides that the municipal corpora- 
tion may have the company's accounts audited once a year by an 
auditor appointed by the Board of Trade. The Newcastle-upon- 
Tyne & Gateshead Gas Company Act, 1879, provides for an audit 
by a public accountant named by the company and approved by 
the local authorities of each of the boroughs served by the com- 
pany. Section 29 of the act is as follows : 

29. There shall be a public auditor of the accounts of the company, being 
a competent public accountant carrying on business in Newcastle-upon-Tyne, 
to be from time to time named by the Company and approved by the mayor, 
aldermen and burgesses of each of the boroughs. 
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There is no provision in the special act of the Liverpool United 
Gas Light Company in relation to a local audit, but the city of 
Liverpool has taken advantage of a general clause in the Gas 
Works Clauses Act, 1847, to secure an annual audit of the com- 
pany's accounts. Clause 35 of the Gas Works Clauses Act, 1874, 
10 Vict., Ch. 15, provides that on petition of any two gas con- 
sumers the court shall appoint an accountant to examine the 
accounts of the company with a view of determining whether 
the profits of the company have exceeded the prescribed rate 
and therefore warrant a reduction in the price of gas. Under 
this general provision the city of Liverpool has yearly made 
application in its capacity as gas consumer, and an accountant 
has been appointed who has made quite a thorough investigation 
of and report on the accounts of the gas company. This report 
has been printed annually in a small pamphlet of about 25 pages. 

2L Audit of accounts of water companies. Water supply 
companies are subject to the provisions of the Companies 
Clauses Consolidation Act, 1845, which provide for the selec- 
tion of an auditor or auditors at the annual meetings. No addi- 
tional public audit is required except in certain cases by special 
act. Thus, prior to the municipalization of the London water 
supply in 1902, the accounts of the Metropolitan water com- 
panies were audited by an auditor appointed by the Local Gov- 
ernment Board under the provisions contained in the Metro- 
politan Water Act, 1871, Ch. 113. These provisions are similar 
to those prescribed for the audit of accounts of London gas com- 
panies by an auditor appointed by the Board of Trade and 
quoted above, section 19. 

22. Conclusion. The British methods of company audit 
seem to have distinct advantages. I found the testimony unani- 
mous in favor of an audit by an outside professional auditor 
selected by and representing the interests of the shareholders. 
While in America the practice is growing of having the accounts 
certified by an outside accountant, such accountant lacks the 
legal authority and responsibility secured under the British 
system. 

In the case of electric supply companies where, in addition to 
the shareholders' audit, there is an audit by an auditor appointed 
by the Board of Trade, the testimony is less favorable. Com- 
pany officials are inclined to look upon this double audit as a 
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useless burden. If it should in the future become necessary for 
the Board of Trade to exercise its power to revise rates of 
charge, or if with increasing profits the sliding scale or maxi- 
mum dividend features of certain company acts should in fact 
become operative, the need for a separate Board of Trade audit 
would be much more apparent. 

In the case of the gas companies that are subject to a double 
audit there is no complaint on the part of the companies. A gas 
company operating either under a maximum dividend or sliding 
scale system must recognize the desirability of a public audit in 
order that the public may have an assurance that the plan is 
being carried out in good faith. Public confidence is an asset 
that company managements in England usually appreciate at 
something like its true value. 

I suggest the wisdom of applying to American public service 
companies a modification of the British system of company 
aucjit. An auditor should be appointed by the directors or 
elected by the shareholders to audit the accounts of the en- 
suing year. He should be a public accountant who is not an 
officer or shareholder in the company. The nature of his cer- 
tification of the accounts should be carefully prescribed, and he 
should specially certify as to whether the accounts submitted 
fully conform to the rules and forms laid down by the public 
service commission. The civil and criminal liability of the 
auditor should be similar to that enforced in Great Britain. As 
an additional safeguard, the selection of an auditor should be 
filed with the public service commission and the commission 
should have the power to disapprove of the proposed appoint- 
ment, if through its own inspections it had found the previous 
work of the auditor to be lax or inefficient. This power of veto 
is one that would be seldom exercised, but its existence would 
be potent in making the auditor feel his responsibility to the 
public as well as to the directors and the shareholders. It would 
be necessary to give the commission a broad power of inspec- 
tion and audit in order that it might from time to time see that 
the various company auditors were complying with the law. 
But, in general, it does not seem that an annual audit by the 
commission's staff of accountants would be needed. 

The form in which the annual accounts are to be submitted 
to the auditor should be prescribed in detail. This form should 
include not only financial accounts and statistics, but all the 
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cost data, traffic and service statistics arid informa'tioh' that is 
deemed necessary for the information of the shareholders and 
the public. These accounts and statistics, together with the 
auditor's certificate and report in regard thereto, should be 
printed and submitted for the approval of the annual meeting. 
Printed copies of the accounts should be filed with the commis- 
sion and should be obtainable by any shareholder, consumer 
or patron on payment of a fe^ of 25 cents. The prompt publica- 
tion by the company of an annual report containing accounts and 
statistics certified in this manner would be of inestimable value. 
The value of similar accounts and statistics now published by 
the various commissions is greatly lessened by delay in publica- 
tion. With prompt publication, it is possible to make useful 
comparisons of results in previous years and with results of 
other companies that are of great value to company managers, 
investors and the supervising authorities. It will, moreover, be 
possible, and, indeed, highly probable, that convenient com- 
parative tables giving results on a unit basis for undertakings 
in all jurisdictions in which accounting forms are sufficiently 
uniform will be promptly published under either public or 
private auspices, as has been done with such success in Great 
Britain (see chapter 5, § 4). 

Robert H. Montgomery, C. P. A., in editing the American 
edition of " Dicksee's Auditing,'' refers (at page 265) to the 
desirability of having company accounts certified by an auditor 
elected by and responsible to the shareholders. 

Mr. Montgomery also discusses (at pages 268-269) the ques- 
tion of securing greater independence for the auditor. He states 
that now, when an auditor finds himself in hopeless disagree- 
ment with the directors upon some question of principle, the 
auditor frequently resigns and leaves the directors free to fill 
the vacancy with some one who agrees with their own views. 
The resignation of the auditor never comes to the knowledge of 
the stockholders at all. He suggests as a remedy a three or 
five year term for the auditor. 

It is believed that the difficulty which Mr. Montgomery so 
clearly outlines will be largely obviated by the supervision of 
the public service commission. If the commission is given a 
veto over the appointment of the auditor, the resignation of the 
old auditor and the appointment of a new one to fill his place 
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will* necessarily come to the notice of the commission, and this 
fact will in itself tend to embolden an auditor who finds himself 
in disagreement with the directors to stand his ground, and will 
also tend to discourage the company management from forcing 
the resignation of a competent auditor. In case, however, the 
auditor does resign and a new auditor is appointed, or in case 
the old auditor is dropped at the end of the year, this fact will 
in itself serve to put the commission on its guard, and it will 
be able through its own system of occasional audit to detect 
any laxness brought about by the change of auditor. If the 
commission finds that the new auditor has been lax it can refuse 
to approve his reappointment. 
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CHAPTER VII 

THE MAXIMUM DIVIDEND PLAN AND THE SLIDING SCALE 

PLAN 

1. The two methods of control. 

2. The maximum dividend method under the Gas Works Clauses Act, 1847. 

3. Official Inquiry and Revision of Rates under the Gas Works Clauses 

Act, 1847. 

4. Maximum dividend system modified by a limited sliding scale in certain 

early acts. 

5. Certain conclusions as to the Maximum Dividend System. 

6. The maximum dividend method under the Waterworks Clauses Act, 

1847. 

7. Conditions in the gas industry in London preceding the adoption of the 

sliding scale. 

8. Experience under official revision system, 1871-1874. 

9. Application of sliding scale to London companies. 

10. Present model clauses for the application of the sliding scale. 

11. Application of sliding scale to electric companies. 

12. Special case of direct division of surplus profits between shareholders 

and consumers. 

L The two methods of control. In Great Britain there are 
two methods of regulating the rates of charge of gas companies : 
The maximum dividend method, and the sliding scale method. 
Both methods reach the rates of charge through the indirect 
method of controlling the divisible dividends. Though a maxi- 
mum price is fixed in the case of the maximum dividend com- 
panies, and an initial or standard price in the case of the sliding 
scale companies, there is no such thing as direct rate regulation 
as that process is understood in America. 

2. The maximum dividend method under the Gas Works 
Clauses Act, 1847. The chief features of the maximum dividend 
system of gas rate regulation are contained in the Gas Works 
Clauses Act, 1847, 10 & 11 Vict., Ch. 15. When this act was 
passed the gas industry was young and the theory of competi- 
tion prevailed quite generally. The earliest charters had con- 
tained no limit either as to price or rate of dividend. As the 
essentially monopolistic character of the industry came to be 

[103] 
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somewhat tiimly perceived, some of the charters had imposed a 
limit of ten per cent, on the divisible profits, and in 1846 the 
Bilston Gas Act fixed a maximum selling price. 

The Gas Works Clauses Act, 1847, is, as the name implies, an 
act for the purpose of consolidating, for convenience of refer- 
ence and greater uniformity in application, the provisions that 
had usually been contained in special acts theretofore passed. 
Its provisions apply only to statutory gas companies that have 
been organized or obtained additional statutory powers since 
1847, ^^^ iiot ^^lly to all such companies, as Parliament, in in- 
corporating the Gas Works Clauses Act with any special act, 
may except or vary certain provisions of the Clauses Act. The 
Clauses Act, 1847, as amended in 1871, is still in force and its 
provisions, except as expressly excepted, varied or supplemented, 
have now been applied to all statutory companies. 

The Gas Works Clauses Act, 1847, § 30» provides that, unless 
a different rate is prescribed, the dividend shall not exceed ten 
per cent, on the paid up capital of the undertaking, unless "a 
larger dividend be at any time necessary to make up the defi- 
ciency of any previous dividend which shall have fallen short 
of the said yearly rate." The payment of back dividends under 
this liberal provision has sometimes been the occasion of dis- 
satisfaction, and in some recent gas acts clauses have been in- 
serted limiting the period for which back dividends may be paid. 
In the British Gas Light Company (Norwich) Act, 1903, it is 
provided that no deficiency shall be made up " after the expira- 
tion of five years from the year in which the deficiency 
occurred." ^ The Metropolis Gas Act, i860, limited to six years 
the power of the gas companies in the Metropolitan district to 
make up dividend arrears. This act of i860 provided for the 
abandonment of competition, and the companies were speedily 
able to pay their full maximum dividend and, in addition, to pay 
large amounts to make up for failure to earn the full ten per 
cent, during the period of competition. During the six years 
i860 to 1866 some of the London companies paid back dividends 
of 20 to 24 per cent. In order to do this, they kept the price up 
and showed no inclination to permit the consumer to share the 
economies resulting from the abandonment of competition. 

^See Michael ft Will, Gas and Water, London, 1911, p. 209. 
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3. Official inquiry and revision of rates under the Gas Works 
Clauses Act, 1847. The Gas Works Clauses Act, 1847, also pro- 
vides (§31) that, if the clear profits of the undertaking in any 
year amount to a larger sum than is sufficient to pay a dividend 
(including any arrears) at the prescribed rate, the excess shall 
from time to time be invested and form a reserve fund. The 
reserve fund may be used to make up any deficiency in the statu- 
tory dividend, or " to meet any extraordinary claim or demand 
that may at any time arise." Unless some other amount be 
prescribed, the reserve fund is limited to one-tenth of the nom- 
inal capital. The reserve fund may not be used to meet an 
" extraordinary claim " unless such need is first certified by two 
justices. 

If the profits are more than enough to pay the dividend pre- 
scribed and to make up the reserve fund allowed, the excess shall 
be used to reduce the price of gas. Unless the company makes 
a voluntary reduction, section 35 of the act provides for the 
holding of an inquiry by the court of quarter sessions on peti- 
tion of two gas consumers. It is provided that the court shall 
first appoint an accountant to examine the accounts of the com- 
pany. After the accountant has made his report, the court may 
examine witnesses in regard to the merits of the complaint. If 
the court finds the complaint justified, it may order such ratable 
reduction in the price of gas as it deems proper. It is provided 
that the remuneration of the accountant as determined by the 
court shall be paid by the company. If, however, the court finds 
that the petitioners have presented their complaint without suf- 
ficient ground, it may order the petitioners to pay the whole or 
any part of the costs incident to the petition. 

Regulation of rates under this provision has not been fre- 
quently resorted to, and is considered of very little value as a 
remedy against unreasonable rates. Under the terms of the act, 
there is seldom an occasion where a determination of this kind 
can be of much value. If the company has profits in excess of 
the amount that it can divide or use for reserve, it will probably 
reduce the price of gas of its own accord. But, if it does not 
desire to make a reduction, it will be rather difficult under the 
circumstances for the court to find sufficient excess profits to 
order a reduction, based as it must be on the results of a single 
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year's operations. It has been decided, for example, that it is 
improper for the court to examine the accounts of previous years 
and by a readjustment of the same show additional profits for 
the current year.^ Consequently, if the company has in previous 
years devoted surplus to betterments and improvements, this 
cannot be taken into consideration in determining whether the 
profits of the present year are adequate to order a reduction in 
price.2 

A portion of the procedure provided for rate reduction cases 
has been availed of by the city of Liverpool in a way which was 
probably not foreseen when the act of 1847 was passed. As 
noted above, in case of a complaint as to price, the act authorizes 
the court to appoint an accountant to examine the accounts of 
the company. In order to secure a periodic audit of the accounts 
of the United Gas Light Company, the city of Liverpool avails 
itself of this authority to annually ask the court for the appoint- 
ment of an auditor. Liverpool's method of thus securing an 
annual audit of the accounts of the company is more fully re- 
ferred to in chapter 6, § 20. 

4. Maximum dividend system modified by a limited sliding 
scale in certain early acts. An early application of a sliding 
scale with certain novel features is contained in an act for the 
merging of the Sheffield Gas Consumers Company and the Shef- 
field United Gas Company, passed in 1855. This act makes the 
rate of dividend, the salary of the managing director and the 
remuneration of the directors vary with the price of gas. A 
uniform maximum dividend of ten per cent, was authorized on 
class A and B shares, but on the other capital of the company 
the dividend was limited to eight per cent, so long as the price 
exceeded 3s. 6d. (85 cents) per thousand cubic feet. When the 
price should be reduced to 3s. 6d. a ten per cent, dividend could 
be paid on this class of capital also. It was also provided that 
the company might appoint a managing director who should re- 
ceive, in addition to his ordinary remuneration as director, such 
remuneration as the general meeting might allow, but not ex- 
ceeding the following scale : 

1 Recorder of Hanley, 19 Q. B. D. 481 (1887). 

* For cases involving rate reduction inquiries under section 35 of the Gas Works 
Clauses Act, 1847, see Michael & Will, Gas and Water, London, 1911, pp. 211-212. 
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While the price of gas exceeds 3s. 6d., £600 a year; 

While such price is at or under 3s. 6d. and more than 3s., £700 a year; 

While such price is at or under 3s. £800 a year. 

The act further provides that no director other than the man- 
aging director shall be entitled to any remuneration so long as 
the price of gas exceeds 3s. 6d. After the price is reduced to 
3s. 6d., the directors are allowed to divide between them an 
annual sum according to the following scale: 

While the price is under 3s. 6d. and not less than 3s. 4d., £450; 
While the price is under 3s. 46. and not less than 3s. 2d., £600; 
While the price is under 3s. 2d. and not less than 3s., £750; 
While the price is under 3s., £900. 

The Sheffield Company again came to Parliament for addi- 
tional capital powers in 1866. The preamble to this act recites 
as follows: 

And whereas experience has shown that the increase of the rate of divi- 
dend on the Company's Capital in proportion to the decrease of the general 
charge for gas has worked beneficially for the public, and it is expedient that, 
in order to induce the Company to exert themselves to reduce still further 
the price of gas supplied by them, the rate of dividend out of profits which 
they may pay on their further capital be increased in proportion to the 
reduction of their general charge for gas supplied by them. 

The act authorizes the company to issue £350,000 of new share 
capital. In doing so, it limits the dividend rate on the new 
shares, but not on the existing shares, according to the following 
scale : 

While the price of gas exceeds 3s. 3d., a dividend of seven per cent; 

While the price of gas does not exceed 3s. 3d. but is in excess of 3s., a divi- 
dend of seven and one-half per cent; 

While the price of gas does not exceed 3s. but exceeds 2s. pd., a dividend 
of nine per cent; 

While the price of gas is at or under 2s. pd,, a dividend of ten per cent 

This sliding scale does not apply to the remuneration of the 
directors and of the managing director as was the case in the act 
of 1855. The limitation of dividend and sliding scale as pre- 
scribed in these acts of 1855 ^^^ 1866 are still in force, but have 
long been rendered inoperative as the maximum price actually 
charged is now but is. 4d. This is the difficulty with a fixed 
scale of this kind. It works for a time, but soon the changes in 
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price make it entirely inapplicable. The inclusion of the manag- 
ing^ director and the directors in the sliding scale scheme is of 
considerable interest. The attempt was made in this way to 
give the managing officials a direct incentive to reduce the price 
of gas. 

Between 1867 and 1876 a number of gas acts were passed con- 
taining a limited sliding scale similar to that contained in the 
Sheffield acts of 1855 and 1866.1 These acts following the Shef- 
field precedent provide for a variation of dividends between cer- 
tain figures, usually seven per cent, and ten per cent, according 
to the price charged for gas. They provide that, if the price is 
less than a certain amount, a dividend of seven per cent, may be 
paid, and that as the price is further reduced this dividend may 
be increased until the maximum of ten per cent, is reached. In 
a number of cases the scale provides for a one point increase in 
dividend for a 3d. decrease in price. 

5. Certain conclusions as to the maximum dividend system. 
There are a number of maximum dividend companies that are 
not paying their maximum dividend although they are charging 
the maximum price authorized by their act. There are a great 
many more companies, however, that, though not paying their 
maximum dividend, are not charging by a considerable margin 
the maximum price allowed in their act. Unless a company is 
able to pay its full maximum dividend, there can be no question 
of a forced reduction in price. If a company is unprogressive, it 
would seem to be able, under this system, to retard develop- 
ment, and deny a community the advantage of an economical 
gas supply for an indefinite period. It would seem that, under 
a reasonable system of control, a gas or other public service 
company should not be allowed to pay a maximum dividend as 
high as ten per cent, until after it has established a highly devel- 
oped business. The maximum dividend should be the reward 
for management better than the ordinary, rather than the right 
of a mediocre management irrespective of the price charged and 
the service rendered. The Sheffield plan (see section 4) of limit- 
ing the dividend according to the price charged, and only per- 
mitting the payment of the full maximum dividend when a cer- 

^ See Nathan Matthews, The Public Regulation of Gas Companies in Great Britain and 
Ireland with Special Reference to the Sliding Scale, 1905, p. 75. 
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tain price has been reached, has certain advantages over both 
the customary sliding scale method and the customary maxi- 
mum dividend method. Where the condition of the industry is 
not such as to warrant the payment at once of the full standard 
dividend, this method is apt to secure more immediate results 
than either the customary sliding scale or the customary divi- 
dend methods. Unless a scale of this kind is supplemented in 
some way, however, the price may soon be reduced to a point 
where it no longer comes within the limits prescribed by the 
fixed scale. 

6. The maximum dividend method under the Waterworks 
Clauses Act, 1847. Water supply companies in Britain are prac- 
tically all subject to the maximum dividend method of regula- 
tion. The sliding scale method has not been applied to any of 
these companies. The Waterworks Clauses Act, 1847, 10 & 11 
Vict., Ch. 17, is substantially identical as regards maximum divi- 
dend, reserve fund and reduction of price on application to a 
court, with the provisions contained in the Gasworks Clauses 
Act of the same year and described above (§§ 2-3). 

7. Conditions in the gas industry in London preceding the 
adoption of the sliding scale. The sliding scale as now known 
was first applied to the London gas companies. It is important, 
therefore, to note briefly the history of the London gas industry 
immediately prior to the adoption of the sliding scale in 1875 
and 1876. 

Conditions in London at the time of the adoption of the slid- 
ing scale had for many years been most unsatisfactory. A 
period of competition had been followed by a period of 
monopoly. The competitive period was ruinous to the com- 
panies, and the monopoly period brought great prosperity to the 
companies but no relief to the consumers. Between about i860 
and 1875 there was an almost continuous effort to find a solution 
of the problem. During the entire controversy, however, the 
hands of the authorities were in large measure tied by the vested 
rights claimed by the companies under the Gasworks Clauses 
Act, 1847, and the special charter acts of the various companies. 

The first attempt at a settlement resulted in the enactment of 
the Metropolis Gas Act, i860, 23 & 24 Vict., Ch. 125. This act 
applies to the gas companies in the London metropolitan dis- 
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trict. It legalizes the voluntary agreement that had been ar- 
rived at by the companies with a view to doing away with the 
competition that had hitherto prevailed to a greater or less 
extent. Districts were assigned to each company, and no other 
company was to be allowed to enter an existing company's terri- 
tory without express parliamentary authorization. The act also 
contained a provision for compulsory service and limiting to six 
years the right to make up arrears in dividends under the act of 
1847. It provided, also, that, in case the price of gas should be 
increased by a company, an appeal might be taken by the con- 
sumers to the home secretary. It was provided that there should 
be no increase in price over 4s. 6d. ($1.09) unless necessitated by 
an increase in the cost of producing gas. Upon this point the 
local authorities might appeal to arbitration and the price could 
not in any case exceed 5s. 6d. ($1.33). 

Subsequent to the abandonment of competition and the act of 
i860, some companies not only paid the full dividend of ten per 
cent, but substantial percentages as back dividends, at the same 
time maintaining the price to the consumer. The act of i860 
served rather to increase the abuses that had hitherto been the 
subject of complaint. The Massachusetts Special Committee on 
the sliding scale in its report of 1906 refers to the experience 
under this act as follows:^ 

After the passage of this act of i860 the companies, which, previous to 
the districting, had paid no dividends, or only very moderate ones, gradually 
increased them to the maximum fixed by the act, and in many cases paid 
substantial sums toward back dividends for the years in which these had been 
less than 10 per cent. The South Metropolitan, in marked contrast to most 
of the others, refrained from dividing the 10 per cent, authorized by the act 
of i860, although it was fully earned, and adopted the policy of using a liberal 
share of its profits to build up the reserve authorized by the act, and in the 
development of its plant for the purpose of restoring its capital, which had 
been impaired through the losses incident to the mistakes of its earlier years 
and the competitive period. By the policy of making gradual reductions the 
Phoenix reached 4s. (97 cents), and the Independent (a small company on 
the north side) and the South Metropolitan 3s. 4d. (81 cents) in 1865. With 
the exception of the Commercial, Equitable and Imperial, which reduced to 
4s. (97 cents) in 1865, all the other companies continued to charge the statu- 
tory price of 4s. 6d. ($1.09). The companies in the city, which prior to the 
act of i860 had kept the price at 4s. (97 cents), because that was the limit 

* Report of Special Committee to Consider the London Scale of Prices and Dividends 
as Applied to Gas Companies, Boston, 1906, pp. 9-10. 
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of price in the charter of the Great Central, promptly thereafter raised the 
price to private consumers to 4s. 6d. ($1.09), while the price for public lamps 
in 1863-65 reached the highest point ever known. 

Attention was also directed to the very unequal privileges conferred upon 
the companies by the uniform dividend limit of 10 per cent, in view of the 
widely varying earning powers of the companies, to which, apparently, but 
little attention had been given in the consideration of the act. 

The capital for every hundred pounds of income varied from £243 in the 
South Metropolitan to £583 in the London, and for every ton of coal car- 
bonized it ranged from £4.35 in the Independent and £4.74 in the South Metro- 
politan to £7.69 in the London and £10.89 in the Western. To pay a divi- 
dend of 10 per cent, required all the way from 11 d. (22 cents) in the Inde- 
pendent to 2s. (48 cents) in the Western. 

In 1866 and 1867 the unsatisfactory conditions above recited 
induced the city of London, the Metropolitan Board of Works 
and the various vestries and district boards to make strong pro- 
test to the Board of Trade and to Parliament. The city of Lon- 
don in 1866 sought authority to establish a municipal gas sup- 
ply. This bill as well as the petitions of various local authorities 
for the repeal of the act of i860 and also the bills of certain com- 
panies for further powers, were referred to a committee of the 
House of Commons which was instructed to inquire into the 
operation and results of the act of i860. This committee re- 
ported that in various large towns outside of the metropolitan 
district gas of a better quality and higher candle power was sold 
at a lower price than in London. After protracted discussion 
and conference and the appointment of another committee, the 
City of London Gas Act was passed in 1868. The discussion and 
conferences leading up to the passage of this act are quite fully 
described in the report of the Massachusetts Special Committee, 
1906, above referred to. This record shows how completely the 
public had lost control over the situation owing to the vested 
interests that were claimed to have been created under the act of 
1847 and the Metropolis Gas Act of i860. Parliament did not 
feel inclined to disturb these vested rights without the consent 
of the companies concerned. 

The City of London Gas Act, 1868, authorized the consolida- 
tion of certain of the companies, and authorized the city of Lon- 
don to purchase within three years the undertakings of com- 
panies within its limits. The act limited dividends to ten per 
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cent, and contained no provision for paying back dividends. It 
provided that a reserve of one per cent, per annum upon the 
paid-up capital might be created to an amount not exceeding 
one-twentieth of the total paid-up capital, such reserve to be 
used " to meet any extraordinary claim or demand which might 
at any time arise, which due prudence and management could 
not have prevented." This reserve, if reduced, might be again 
made up. The price of gas was fixed at 4s. (97 cents) up to 
January, 1870, and after that date at 3s. Qd. (91 cents). Section 
57 of the act provided that, if application should be made by a 
company or by the city of London to the Board of Trade in 
January of 1871, or of any subsequent year, for a revision of the 
candle power or price, the Board of Trade should appoint not 
less than two nor more than three commissioners to make an 
investigation and fix the candle power and price for the ensuing 
year. In section 68 of the act the following rules are laid down 
for the government of the commissioners: 

(i) They shall fix such an illuminating power and such a price as shall 
be calculated to yield to the Company with due care and management, a 
dividend in that year (after allowing for the excess or surplus, if any, car- 
ried in the then last preceding year to the credit of the divisible profit, and to 
an Insurance Fund formed to meet any extraordinary claim or demand 
which may arise against the Company from accident, until such fund amounts 
to one-twentieth of the paid up capital of the Company), attaining as near 
as may be, but in no case exceeding, the rate of iio per centum per annum, 
and to make up the insurance fund authorized by this Act to be made up. 

(2) They shall take into account any saving or economy which they shall 
be of opmion might have been effected by amalgamation of the Companies, or 
any of them. 

(3) TKey shall not fix in any case an illuminating power lower, or a price 
high erj than the minimum of illuminaling power and maximum of price pre- 
scribecfTBfjr the Act of i860. (See sections 25 and 40 of the act of i860.) 

(4) Subject to the foregoing provisions they shall fix the illuminating 
power as high, and the price as low, as circumstances admit. 

This act applied only to the city of London proper, but 
subsequent acts in 1868 and 1869 extended its provisions of the 
act to companies in the metropolitan district outside of the city 
proper. 1 

* See Report of Massachusetts Special Committee to Consider the London Sliding 
Scale, 1906, p. 21. 
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8. Experience under official revision system, 1871-1874. The 

official revision system provided in the act of 1868 and which 
went into effect in 1871, was continued but four years and then 
discarded as a generally recognized failure. There were no 
applications on behalf of the consumers for price revision under 
the above acts, but there were three applications by the com- 
panies. These applications were made in 1873 and 1874 and 
were due to an enormous increase in the price of coal. The 
revision commissioners permitted the Gas Light and Coke Com- 
pany to raise its price from 3s. gd. (91 cents) to Ss. ($1.21). 
While the commissioners attempted to give full force to the 
statutory words " due care and management/' guided by the 
advice of the law officers of the Crown, they found it impossible 
"to inquire into the question of an injudicious or unduly bur- 
densome mode of raising money, or into the question of an ex- 
cessive expenditure of capital upon the works, or whether or not 
capital raised and unexpended was required," and such items of 
expenditure as they did disallow were afterwards paid by the 
company out of the one per cent, that the commission was re- 
quired to allow the company as reserve. The law was admitted 
to be a failure so far as safeguarding the interests of the con- 
sumers was concerned. A large portion of the companies 
throughout the United Kingdom that were not subject to a re- 
vision act of this kind had either maintained their old rates or 
increased them only slightly during the coal famine. It was 
felt that companies earning liberal returns should not place all 
the loss due to increased prices upon the consumer. Experience 
under the act is clearly set forth in the report of the Massachu- 
setts committee:^ 

There was no application on behalf of the consumers to invoke the price 
revision powers contained in the acts of 1868 and 1869, but there were three 
applications by the companies, — two by the Chartered company and one by 
the Imperial. In the latter part of 1872 the price of coal advanced by about 
50 per cent, over the preceding year, and there was another advance in 1873. 
This brought the Chartered company, first in 1873 and again in 1874, and 
the Imperial, also in 1874, to the Board of Trade to secure an increased 
price under the provisions of the acts of 1868 and 1869. A special commis- 
sion of three was appointed for each petition, and the same persons were 
named in all the cases. The city opposed the first of these applications and 
the Board of Works all three. There seems to have been a very careful 

^ Report of Special Committee to Consider the Sliding Scale of Prices and Dividends 
as Applied to Gas Companies, Boston, 1906, pp. 22-24. 
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investigation of the companies' affairs in each case. In 1873 the commis- 
sioners raised the price for the Chartered to 4s. 4d. ($1.05), in 1874 the price 
for the Imperial to 4s. 8d. ($1.13) and for the Chartered to 5s. ($1.21). 

In considering these cases there was a plain endeavor on the part of the 
commissioners in reaching their conclusions to give full force to the statu- 
tory words " due care and management." In the 1873 case of the Chartered 
they disallowed from the data submitted by the company for calculating the 
price, among other items, one of i5,ooo, which had been carried forward as a 
portion of the cost of a strike in the year preceding, and another item of 
i5,ooo for making good in part a defalcation that had occurred in the Great 
Central Company before amalgamation, and which, under the scheme of 
union, the Chartered company was bound to make up, and they assumed 
in their calculations an increase of 7 per cent, in the output. The commis- 
sioners, guided by the advice of the law officers of the crown, found that, 
considering all the terms of the law under which they were acting, they had 
no right, in the consideration of "due care and management," "to inquire 
into the question of an injudicious or unduly burdensome mode of raising 
money, or into the question of an excessive expenditure of capital upon the 
works, or whether or not capital raised and unexpended was required." 
Although it was plain that in the years when the prices of materials were 
low these companies had not set aside the amount allowed for the insurance 
or reserve fund, yet the revision commissioners found themselves bound by 
the law to add to a price otherwise high, on account of the increased cost 
of material, a further sum sufficient to make up the full annual amount per- 
mitted by the law for this fund. In the 1873 case of the Chartered com- 
pany this amounted to £29,000. The price was made accordingly, and al- 
though the increase of output during the year to which the price applied 
was only 2^1 per cent., the company paid its full statutory dividend, and all 
the items which the commissioners had refused to include in their calcula- 
tions, but in so doing exhausted the sum allowed as the reserve. 

Clearly the act of 1868 had utterly failed to meet the expectations of the 
committee of 1867, and as a device for regulating the companies in the 
interest of the consumers had completely broken down. In view of the 
necessity for providing in the price a large amount for insurance fund, and 
of the right of the company to take the money thus provided to make good 
its maximum dividend, as well as to expend considerable sums which the 
commissioners might refuse to allow, it was demonstrated that the words 
" due care and management," as employed in the statute, were utterly mean- 
ingless. These conclusions caused great public dissatisfaction, which was 
heightened by the fact that the Independent and Surrey Consumers com- 
panies, operating under the act of i860, increased their price only 4d. (8 cents) 
and 3d. (6 cents), respectively; the South Metropolitan, which in 1872 had 
reduced its price to 3s. (73 cents), kept it there through the period of the 
coal panic, although paying its 10 per cent, dividend, and a circular inquiry 
sent in January, 1874, to about 1,200 companies throughout the United King- 
dom, and replied to by about 800, showed that only 334 of these had made 
any increase in price. 
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The failure of the official revision system has sometimes been 
referred to as evidence of the difficulty or impossibility of fixing 
the rates of a public service company through the instru- 
mentality of any sort of governmental commission. This seems 
to be the ground taken by Nathan Matthews in his pamphlet on 
the sliding scale :^ 

The failure of the revision system seems to have been due partly to the 
construction placed by the commissioners on the act of 1868, which pre- 
vented them from taking into account the fact that a large part of the 
capital of the Gas Light and Coke Company was represented by wasted or 
obsolete plant (see report, 1866, page 272), but principally to the inherent 
difficulty of finding men competent to criticise and revise the operation of a 
great manufacturing industry. The practical impossibility of securing com- 
missioners who, however able and disinterested, could be relied on to fix 
the price of gas with exact and intelligent justice to the public and private 
interests involved, was the burden of much of the testimony heard by the 
parliamentary committees of 1875 and 1876, was asserted in strong terms by 
the Board of Trade, and was one of the chief reasons for the abandonment 
of the system of official revision as embodied in the Cardwell report and the 
act of 1868, and for the substitution of the system of automatic regulation 
known as the sliding scale. 

The Board of Trade in certain communications of 1875 and 
1876 in which the board advocated the substitution of a sliding 
scale system refers to the difficulty of rate regulation by com- 
mission. In a letter of the Board of Trade dated May 31, 1875, 
the board says '? 

It would seem a priori to be at least doubtful whether any Government 
department, or any official commissioners, however zealous and competent, 
can succeed in dictating to a trading company the terms and conditions of 
manufacture on which they can make the greatest amount of profit, and to 
fix the price of their article accordingly. And one of the questions now 
raised will be whether the existing system of revision has been effectual or 
can possibly be made so. It is unnecessary- to add that the Board of Trade 
shrink from no trouble or responsibility in the matter, and if they have 
intimated an opinion adverse to the system which it is their duty to admin- 
ister, it is only because they doubt whether it is possible so to administer that 
system as effectually to protect the public interest. 

* Nathan Matthews, the Public Regulation of Gas Companies in Great Britain and 
Ireland, 1905, p. (H, 

'Quoted in Ro8troii» The Powers in Charge of the Metropolitan Gas Companies, Lon- 
don, 1900, p. 107* 
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Another memorandum of the Board of Trade transmitted to 
the House of Lords in 1876 contains the following :^ 

It was further alleged (and as it appeared to the Board of Trade with 
nmch reason) that no official commissioners can succeed in dictating to a 
trading company the conditions of economy in manufacture on which they 
can make the greatest amount of profit, and in fixing the price of their 
article accordingly. 

Although there are undoubted difficulties in a system of rate 
regulation by commission, the failure of the official revision 
system in London is certainly no evidence of the impractica- 
bility of this method of regulation. In this case the revision 
commissioners were so tied up by the terms of the statute of 
reference that they could do little toward securing any degree 
of equity in their judgment. The vested rights claimed by the 
companies under prior legislation and confirmed in the revision 
statute so limited the commissioners that a decision of the ques- 
tion on its merits was impossible. A fundamental defect that 
made a farce of the revision was that the entire system was 
based on a maximum dividend on a capitalization that was not 
subject to adequate regulation. The maximum dividend system 
is based on a limitation of profits, but there can be no real limita- 
tion of profits through a maximum dividend system unless capi- 
tal is also controlled. In the London case it was admitted that 
one of the companies was grossly overcapitalized. Moreover, 
the companies had always followed the practice of issuing new 
shares to their shareholders at par and thus largely increasing 
the real return over that indicated by the maximum dividend. 
Moreover, as indicated above, the revision commissioners had to 
confine their inquiry to the earnings of the current year and the 
peculiar provision in the statute for the one per cent, reserve 
made it difficult for the commissioners to exercise any real super- 
vision over the estimates of expenditure presented. 

9. Application of sliding scale to London companies. As 
noted above as a result of experience during the years 1873 and 
1874, it was felt that companies earning liberal returns should 
not place all the loss due to increased prices of coal or other 
materials upon the consumer. With this in view, the Metro- 
politan Board of Works introduced a bill in Parliament in 1875 

fixing an initial price of 3s. gd, (91 cents) with a provision that 

* ' .11 j 

» Quoted in Rostron, The Powers in Charge of the Metropolitan Gas Companies, Lon- 
don, 1900, p. 120. 
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for every penny by which the companies might increase their 
price in any year, their prescribed rate of dividend (10 per cent.) 
should be reduced by one-quarter of one per cent. The Board of 
Trade characterized the above proposal to reduce the company's 
rate of dividend with each increase in price above the initial 
price as " a breach of the existing arrangements with the com- 
panies " to which the Government could not agree. The Board, 
however, states that the system of revision under the acts of 
1868 and 1869 is undoubtedly unsatisfactory, and suggests, 
instead, the adoption of a sliding scale of rates and dividends 
that would work both ways ; that is, permit the company to pay 
increased dividends if the price is reduced below the standard 
price, as well as providing for reduced dividends in case the 
price is greater than the standard price. The following is from 
the communication of the Board of Trade :^ 

The Bill of the Board of Works proposes to fix the price at 3s, pd. for 
i6-candle gas for all companies, with no power to raise it except on condi- 
tion of reducing the dividend. Such a provision appears to Her Majesty's 
Government to be a breach of the existing arrangements with the companies, 
to which, as stated by the Chancellor of the Exchequer on the second read- 
ing of the Bill, they could not agree. But it appears to them . . . to be a 
question well worthy of consideration, whether the principle of a sliding 
scale, in which the price shall vary inversely as the dividend, would not be 
a more eflFectual mode of securing " due care and economy " than the present 
mode of official revision. ... To make a scheme of a sliding scale of 
price and dividend just and effectual, the following conditions appear to be 
necessary: i. That the initial price and quality of gas shall be fairly fixed, 
having regard both to the immediate existing interests of the companies and 
the consumers, and to the prospects of both under the new system. 2. That 
the price and dividend shall vary inversely in certain fixed proportions with- 
out limit, so thnt on the one hand the price may be raised without limit as 
the dividend diminishes, and so, that the dividends may be increased without 
limit as the price diminishes. Such a plan, if practicable, would be benefi- 
cial to the companies, for it would protect them against the contingency of 
such an increase of expense in manufacture as would make the price of i860 
insufficient to produce the requisite dividend, and it would enable them to 
share with the consumer any amount of profit that may arise from diminu- 
tion in expense of manufacture or increased consumption. It would be bene- 
ficial to the consumer because it would, without immediate increase of price, 
give to the companies, who alone possess the requisite knowledge and power, 
a strong interest to reduce expenditure, whether of capital or income, in 
lieu of the present system under which they have an interest in increasing the 
expenditure of capital, and no interest in keeping down the expenditure of 
income. 

■ . ■ ■ - ■ < 

^Letter of the Board of Trade to the chairman of the committee on the Metropolitan 
Gas Companies Bills, May 31, 1875. 
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The proposition of the Board of Trade to fix a sliding scale 
to regulate gas rates made in 1875 was at first opposed by the 
companies, and was only accepted by them from the fact that 
Parliament required its acceptance as a condition to the grant- 
ing of certain privileges desired by the companies. The Com- 
mercial company having a bill before Parliament in 1875 for 
amalgamation with the Ratcliff Company, agreed to accept the 
sliding scale provision and received its act in that year. In the 
following year, 1876, the Gas Light and Coke Company and the 
South Metropolitan Company had bills asking for additional 
powers, and, in order to secure their passage, accepted the slid- 
ing scale provision that had been applied to the Commercial 
Company in the preceding year. 

The standard price for the Commercial Gas Company and for 
the Gas Light and Coke Company was fixed at 3s. pd. (91 cents) 
which was the price at which these companies were selling at 
the time. The standard price for the South Metropolitan Gas 
Company was fixed at 3s. 6d. (85 cents). The South Metro- 
politan was charging but 3s. (73 cents) at the time the act was 
passed, but its candle power was raised by the act from 14 to 16. 
The standard dividend on ordinary stock was fixed for all three 
companies at ten per cent, or the same rate as their former maxi- 
mum dividend. In all three cases the ratio for increase or de- 
crease of dividend was fixed at one-quarter point for each id. 
(2 cents) increase or decrease in the price of gas above or below 
the standard price. The wording of the sliding scale provision 
as contained in section 21 of the South Metropolitan Gas Com- 
pany's Act, 1876, is as follows: 

The standard price to be charged by the Company for gas supplied by 
them shall be three shillings and sixpence per one thousand cubic feet, pro- 
vided that the company may increase or diminish such standard price sub- 
ject to a decrease or increase in the standard rates of dividends as defined by 
this Act, to be calculated as follows : 

For every penny or part of a penny charged in excess or in diminution of 
such standard price in any year, the standard rates of dividend shall for 
such year be reduced or increased by five shillings in the hundred potmds per 
annum. 

10. Present model clauses for the application of the sliding 
scale. When the sliding scale is now applied to a gas company, 
the provisions establishing it usually conform to the model 
clauses contained in the model gas bill published under the 
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authority of the House of Lords. The particular clauses that 
relate more particularly to the sliding scale are, in full, as 
follows :^ 

10. Standard Rates of Dividend. Except as by this Act provided the 
profits of the Company to be divided among the shareholders in any year 
shall not exceed the following rates (which are in this Act referred to as the 
standard rates of dividend), that is to say, on the original capital the rate 
of ten pounds in respect of every one hundred pounds of such capital, and on 
the additional capital to be raised under the powers of this Act the rate of 
seven pounds in respect of every one hundred pounds actually paid up of 
such capital as shall be issued as ordinary capital, and the rate of five pounds 
in respect of every one hundred pounds actually paid up of such capital as 
shall be issued as preference capital. 

12. Special Purposes Fund, (i) The Directors of the Company may if 
they think fit in any year appropriate out of the revenue of the Company as 
part of the expenditure on revenue account any sum not exceeding an amount 
equal to one per cent, of the paid-up capital of the Company including pre- 
miums to a fund to be called the " Special Purposes Fund." 

(2) The Special Purposes Fund shall be applicable only to meet such 
charges as a chartered accountant or incorporated accountant being the auditor 
of the Company or appointed for the purpose by the Board of Trade shall 
approve as being: 

(a) Expenses incurred by reason of accidents, strikes or circumstances 
which due care and management could not have prevented, or 

(b) Expenses incurred in the replacement or removal of plants or works 
other than expenses requisite for maintenance and renewal of plant and 
works. 

(3) The maximum amount standing to the credit of the Special Purposes 
Fund shall not at any time exceed an amount equal to one-tenth part of the 
paid-up capital of the Company including premiums. 

(4) The moneys forming the Special Purposes Fund or any portion thereof 
may be invested in securities in which trustees are authorized by law to 
invest or may be applied for the general purposes of the Company to which 
capital is properly applicable, or may be used partly in the one way or partly 
in the other. 

(5) Resort may from time to time be had to the Special Purposes Fund 
notwithstanding that the sum standing to the credit of the Fund is for the 
time being less than the maximum allowed by this section. 

(6) The money or securities standing to the credit of the Insurance Fund 
of the Company at the passing of this Act shall be credited to the Special 
Purposes Fund and section — of the Act of is hereby repealed. 

13. Surplus Profits. If the clear profits of the undertaking of the Com- 
pany in any year amount to a larger sum than is sufficient to pay the dividend 
on the preference capital and the dividend at the authorized rate on the 

1 Model Bills and Clauses. House of Lords. 1911. 
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ordinary capital of the Company the excess shall be carried to the credit 
of the divisible profits of such undertaking for the next following year. 

Provided that ihe sum standing to the credit of such divisible profits shall 
not at any time exceed the amount required to pay one year's dividend at 
the authorized rate. 

14. Reserve Fund. Where in any year the dividend of the Company on 
the ordinary capital of the Company shall exceed the standard rate by reason 
of the price charged by the Company for gas in such year being below the 
standard price, then out of the amount of the divisible profits of the Com- 
pany applicable to the payment of such excess of dividend the Company may 
in such year set apart such sum as they shall think fit, and all sums (if any) 
so set apart by the Company, and any reserve or other fund of the Company 
existing at the passing of this Act, may be invested in Government or other 
securities, and the dividends and interest arising from such securities may 
also be invested in the same or the like securities, in order that the same 
may accumulate at compound interest; and the fund so formed shall be 
called "the Reserve Fund," and shall be applicable to the payment of divi- 
dend in any year in which the clear profits of the Company shall be insuffi- 
cient to enable the Company in such year to pay the dividend at the authorized 
rate on the ordinary capital of the Company, and save as in this Act provided 
no sum shall in any year be carried by the Company to any reserve fund. 

20. Sliding Scale. The standard price to be charged by the Company for 
gas supplied by them shall be per thousand cubic feet: 

Provided that the Company may increase or reduce the price charged by 
them for gas above or below the standard price, subject to a reduction or 
increase in the dividend payable by the Company on the ordinary share capi- 
tal of stock as follows: 

In respect of any year during any part of which the price charged by the 
Company shall have been one penny or part of a penny above the standard 
price the dividend payable by the Company shall in respect of each penny 
or part of a penny by which the standard price shall have been increased be 
reduced below the standard rate of dividend by five shillings on every one 
hundred pounds of ordinary paid-up capital with a ten per centum standard 
rate of dividend, and by three shillings and sixpence on every hundred 
pounds of such capital with a seven per centum standard rate of dividend, 
and so in proportion for any fraction of one hundred potmds. 

And in respect of any year during the whole of which the price charged 
by the Company shall have been one penny or more below the standard price, 
the dividend payable by the Company may in respect of each penny by which 
the standard price shall have been reduced, be increased above the standard 
rate by five shillings on every hundred pounds of ordinary paid-up capital 
with a ten per centum standard rate of dividend, and by three shillings and 
sixpence on every one hundred pounds of such capital with a seven per 
centum standard rate of dividend, and so in proportion for any fraction of 
one hundred pounds. 
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11. Application of sliding scale to electric companies. The 
sliding scale has not been applied generally to any class of com- 
panies except gas companies. Tramway franchise relations are 
still based chiefly on the Tramways Act of 1870. This act was 
passed prior to the application of the sliding scale to the London 
gas companies in 1875-76. The gas companies in 1870 had fran- 
chises practically unlimited as to term. The profits were, how- 
ever, limited by a maximum price and a maximum dividend. 
There being no provision for municipal purchase, whenever a 
municipality wished to take over a gas plant it had to secure 
special parliamentary authority and to pay the full market value 
as a going concern based on a capitalization of profits. In order 
to make the termination of a private monopoly less difficult and 
burdensome, the Tramways Act of 1870 gave the municipality 
the right of purchase at the end of 21 years on a basis that is 
substantially cost of reproduction less existing depreciation. 
The dividends of the company were not limited but a maximum 
charge per passenger per mile was inserted. 

When it became necessary to authorize electric lighting under- 
takings in 1882 substantially the same theory was applied as had 
been applied in 1870 to tramways. The companies were sub- 
jected to a maximum price but dividends were unlimited. The 
undertaking could be purchased at the end of 21 years by the 
municipal authorities on payment of the then structural value. 
The government and the local authorities insisted particularly 
on this right of purchase at the end of 21 years without payment 
for profits as a going concern. 

Subsequent to the act of 1882 there was little development in 
electrical enterprise. Other countries went ahead while Eng- 
land stood still. Persons interested in electrical enterprise 
claimed that it was impossible to interest capital in view of the 
short franchise term and purchase conditions at the termination 
of the franchise. Various proposals for amending the act of 
1882 were put forward which were considered by a select com- 
mittee of the House of Lords in 1886.1 The electrical interests 
submitted two propositions, one for an extension of the franchise 
term to 42 years with provision for purchase at that time as a 
going concern, and another for an unlimited franchise term and 

^ Report from the Select Committee of the House of Lords on the Electric Lighting 
Act, 1882, Amendment Bills, 1886, No. 252. 



Digitized by VjOOQ IC 



122 Public Service Companies in Great Britain 

the application of the sliding scale plan for the regulation of 
prices and dividends. The government and the local authorities 
opposed these proposals, but approved of some change in the 
franchise term. Representatives from various municipalities 
stated that the real reasons for the present depressed condition 
of electrical enterprise were the excessive speculation that at- 
tended the early promotion of electricity in England, and, more 
important still, the low price of gas which in the then develop- 
ment of the electrical art made competition commercially im- 
practicable. Witnesses stated that at that time the price of gas 
in America was more than twice as high as in England. Local 
authorities offered no objection to the sliding scale as such, but 
were very strongly opposed to the application of the sliding scale 
as a substitute for a limited franchise term and the existing con- 
ditions of purchase. It seemed to be taken for granted that a 
sliding scale plan, if applied, would carry with it an unlimited 
franchise term, and purchase, if at all, as a going concern by a 
capitalization of existing and prospective profits. Witnesses rep- 
resenting local authorities testified as to the large amounts they 
had been compelled to pay for the good will of gas companies 
upon purchase by the municipality. The sliding scale plan had 
served somewhat to increase the good will for which municipali- 
ties were required to pay. Local authorities looked upon com- 
pany management of electrical undertakings as a temporary 
stage of development, and felt that a most important thing to be 
considered was the securing of fair terms of purchase at the close 
of this temporary period. The permanent secretary of the Board 
of Trade also opposed the sliding scale provision on the ground 
that " it would be utterly impossible to fix a proper initial price 
for an electric lighting scheme in the first instance." He stated 
that, with all the experience that the board had had in relation 
to gas, it " very often erred in giving too high a price," and how 
the board would be able to judge a proper initial price for an 
electric lighting company, it was impossible for him to see. The 
committee accordingly declined to approve the proposals for the 
application of the sliding scale and for purchase as a going con- 
cern; and the Electric Lighting Act of 1888 carrying out the 
recommendation of the committee and of the government pro- 
vides merely for an extension of the franchise term from 21 to 
42 years with practically no change in the purchase clause. 
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In 1898 a joint select committee of the House of Lords and 
the House of Commons was appointed to consider various ques- 
tions connected with tLe supply of electricity. Among other 
questions was that of some provision for the authorization of 
companies for supplying electricity in bulk and for power pur- 
poses. The committee reported that there should be certain 
modifications in the law in order to meet the requirements of an 
electric power company including numerous municipalities 
within its area of supply. It was thought that, in general, there 
would be no point in including a provision for purchase at the 
end of a stated term as none of the local authorities within the 
area would want to take over the entire enterprise. The com- 
mittee stated, however, that in all cases where power companies 
should be exempt from p.urchase " it would be specially expedi- 
ent in the interests of the consumers that some kind of sliding 
scale, as in the case of gas undertakings, should be imposed." 
No general law was passed to carry out this recommendation, 
but power companies have been invariably authorized by special 
act of Parliament, and these special acts have usually included a 
sliding scale provision. Such sliding scale provisions are, in 
general, as follows: The standard dividend is fixed at eight or 
ten per cent. The standard price has usually been fixed at 2j4d. 
(five cents). Variations above or below the standard price are 
measured by the average price obtained per unit. For each 
variation of one and one-quarter per cent, in the average price 
there is a corresponding variation of one-fourth point in the 
dividend. Unlike the sliding scale plan as applied to gas, the 
company is authorized to make up any deficiency in previous 
dividends which have fallen below the standard dividend. The 
act also provides an absolute maximum price beyond which 
prices may not be raised even with a reduction in dividend. The 
plan also differs from the plan as applied to gas companies by 
providing for a revision of the maximum price, standard price 
and relation between price and dividend at the expiration of each 
period of ten years by the Board of Trade. Another very im- 
portant difference is that the auction clauses for the sale of addi- 
tional capital have not been applied. 
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The sliding scale provision contained in the North Wales 
Electric Power Act of 1904, ch. 213, is as follows:^ 

43. (i) Except as hereinafter provided the profits to be divided by the 
Company on the prescribed capital in any year shall not exceed ten pounds in 
respect of every hundred pounds paid up of such capital and that rate of 
dividend is hereinafter referred to as " the standard rate of dividend." 

(2) If in any year the average price per unit obtained by the Company for 
energy supplied by them under this Act throughout the area of supply is less 
than two and a half pence per unit (hereafter referred to as " the standard 
price ") the dividend which the Company is authorized to pay in that year on 
the prescribed capital may be increased in the ratio of five shillings per 
centum in respect of every one and a quarter per centum by which the aver- 
age price charged by the Company has been below the standard price. 

(3) If in any year the average price per unit obtained by the Company for 
energy supplied by them under this Act thrgughout the area of supply is 
more than the standard price the dividend which the Company is authorized 
to pay in that year on the prescribed capital shall be reduced below the stan- 
dard rate of dividend in the ratio of five shillings per centum for every one 
and a quarter per centum by which the average price so obtained by the Com- 
pany has been above the standard price. 

(4) The Company may in addition to the dividends authorized under this 
Act make good any deficiency in any previous dividends on the prescribed 
capital which have fallen below the standard rate of dividend. 

45. (i) The Board of Trade at any time after the expiration of a period 
of ten years from the passing of this Act on the application of the Company 
or of any local authority or three authorized undertakers supplied by the 
Company under this Act may revise the maximum prices contained in the 
Second Schedule to this Act and the relation between price and dividend as 
fixed by this Act and the standard prices so fixed. 

(2) The Board of Trade may if they think fit on the like application make 
a similar revision at the expiration of a period of ten years from the date 
at which the last such revision has taken place. 

(3) On any such revision the Board of Trade may modify the provisions 
of this Act both as to the price and the relation between price and dividend 
so far as may be necessary to carry out their decisions on the revision. 

Though some of these electric power acts applying the sliding 
scale have been in force now for 12 years, in none of them is the 
sliding scale provision as yet actually operative. Most of the 
power companies have had a very difficult struggle to develop 

' For power acts containing almost identical provisions see South Wales Electric Power 
Distribution Company Act, 1900, Ch. 282, §§ 45-47; Newcastle-upon-Tyne Electric Supply 
Company Acts, 1900, 1902, 1903; Leicestershire and Warwickshire Electric Power Act, 
1902, Ch. 131, IS 61, 62. Similar acts but basing the standard price on maximum price 
rather than average price are the North Metropolitan Electric Power Supply Act, 1900, 
Ch. 276, |§ 31, 32; the County of Durham Electric Power Supply Act, 1900, Ch. 231, 
i$ 32, 33; and the Lancashire Klcctric Power Act, 1900. 
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their business. The average rates charged are much below the 
standard price fixed in the act, but, except recently in one or two 
exceptional cases, the companies have not been able to pay even 
the standard dividend. As the acts provide for the making up 
of back dividends below the standard, there is no present pros- 
pect that the sliding-scale automatic regulation of prices and 
dividends will in fact become operative. 

In a bill for incorporating and conferring powers on the Ad- 
ministrative County of London and District Electric Power 
Company introduced in Parliament in 1906, a sliding scale pro- 
vision was included which fixed the standard dividend at eight 
per cent, and the standard price at three farthings (one and one- 
half cents) per unit. For each variation of one and one-quarter 
per cent, in the average price, there was to be a corresponding 
variation of one-eighth point in the dividend. It is provided 
that the average price shall be ascertained " by dividing the total 
receipts of the company during any financial year derived from 
the sale of energy by the aggregate total number of units of 
energy sold by the company during such year." The bill also 
made provision for the purchase of the undertaking by local 
authorities at the end of a 42-year period at the then structural 
value. The bill did not pass as it was strongly opposed by the 
local authorities. 

There are a few exceptional cases in which the sliding scale 
has been applied to electric supply companies. As already 
noted, electric supply companies, as distinct from electric power 
companies, have a limited franchise term. The City of London 
Electric Lighting Company, one of the largest electric supply 
companies in Great Britain has a provision in its act providing 
that the price charged per unit shall be reduced by one-half 
pence (one cent) for each one per cent, by which the balance of 
receipts over expenditures exceeds ten per cent, of the capital 
employed.* This provision has not actually come into operation. 
Mr. Matthews notes, also, that the sliding scale has been applied 
to the electric lighting business of two gas companies. Prob- 
ably this has been done on the theory that, the gas companies 
having a perpetual franchise, the sliding scale may be appro- 
priately applied to the electric business as well as to the gas 

^ See City of London Electric Lighting Orders, 1890 and 1891; City of London Electric 
Lighting Act, 1893 and 1900. 
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business of the companies. The Walker and Wallend Union 
Gas Company's Electric Lighting Act, 1899, provides a standard 
dividend of five per cent, and an increase or decrease of one- 
fourth point for every decrease or increase of one farthing (one- 
half cent) in the price charged per unit. And by the Shepton- 
Mallet Gas Act, 1905, the company was authorized to go into 
the business of electric supply on the basis of a standard price 
of 6d. (12 cents) per unit and a standard dividend of seven per 
cent, and a sliding scale ratio of one-fourth point in the dividend 
rate for every one farthing (one-half cent) variation in price 
per unit.^ 

12. Special case of direct division of surplus profits between 
shareholders and consumers. The Central Ireland Electric 
Power Act, 1908, ch. 105, provides for a division of surplus 
profits in excess of ten per cent, between the shareholders and 
the consumers. The consumers are entitled to a rebate on bills 
paid for electrical energy during the year to the amount of one- 
third to one-half of the surplus in excess of a ten per cent, divi- 
dend on the share capital. As this company was authorized to 
supply electrical energy only in bulk or for power purposes, the 
number of its consumers would be comparatively limited and it 
would therefore be much simpler to carry out a direct profit- 
sharing plan of this kind. The proposed plan is, however, as yet 
inoperative as the company has not had profits sufficient to pay 
the prescribed ten per cent, on its shares. The provision in the 
act is in full as follows : 

68. (i) If in any financial year the clear profits of the Company shall be 
more than sufficient to pay a dividend at the rate of ten pounds per centum 
per annum on the share capital for the time being of the Company one-third 
of the surplus shall be applied in forming a reserve fund subject and accord- 
ing to the provisions hereinafter contained one-third shall be applied in mak- 
ing a ratable reduction of the charges for electrical energy supplied to con- 
sumers in the financial year in which the surplus is earned and the remain- 
ing one-third of the surplus shall be paid as a dividend upon the share capital 
additional to the ten pounds per centum per annum above referred to or may 
be otherwise applied as the Company may determine but if and when such 
reserve fund shall amount to the sum of one hundred thousand pounds then 
the surplus profits shall be applied as to one-half in reduction of the charges 
to consumers as aforesaid and as to the other half in payment of such addi- 
tional dividend upon the share capital or otherwise as aforesaid. 

^ Nathan Matthews, Public Regulation of Gas Companies in Great Britain and Ireland, 
1905, pp. 115, 117. 



Digitized by VjOOQ IC 



Maximum Dividend and Sliding Scale Plans 127 

(2) The amount of reduction to which each consumer may be so entitled 
is in this section referred to as a rebate and any consumer who has paid his 
account for any financial year or any part of such year before the amount of 
his rebate is ascertained may recover from the Company the amount of his 
rebate summarily or by action in any county court having jurisdiction in the 
district. 

Somewhat similar clauses are contained in the Newcastle and 
District Electric Lighting Company's Order, 1891, and the New- 
castle-upon-Tyne Electric Supply Company's Order, 1893. The 
latter order of 1893 provides for eight per cent, dividends with 
authority to make up back dividends. When back dividends 
have been made up and profits amount to more than eight per 
cent., it is provided that one-half of the excess over eight per 
cent, shall go to reduce prices in the following year. Any dis- 
pute as to the interpretation of this clause shall be settled by 
arbitration. The clause has never become operative.^ 

This latter provision is somewhat similar to a profit-sharing 
plan that has been worked out in considerable detail by W. H. 
Winslow, vice-president and general manager of the Superior 
(Wisconsin) Water, Light & Power Company. Mr. Winslow, 
after ifixing a valuation for the property and determining an 
annual allowance for depreciation and for return on investment, 
provides for a division of profits as follows: 

Whenever the net profits for any fiscal year exceed the sum to which the 
Company is entitled on the above basis, one-half of such excess is to be 
returned to the consumers by reduction of rates for the ensuing year. Said 
reduction to take the form of a special profit-sharing discount, separate from 
the cash discount, which special discount will vary up and down, from year 
to year, with increases or decreases in the surplus profits. 

^ National Civic Federation, Report on Municipal and Private Operation of Public 
Utilities, 1907, part 2, vol. 2, pp. 281-282. 
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CHAPTER VIII 
STANDARD DIVIDEND AND STANDARD PRICE 

1. Standard dividend. 

2. Standard price. 

3. Neutral zone within the standard price. 

4. Revision of standard price. 

1. Standard dividend. The practice in England as to gas 
companies prior to the introduction of the sliding scale was to 
fix a maximum dividend of ten per cent. Ten per cent, is still 
fixed as the maximum rate for original shares of capital of gas 
companies not under the sliding scale, but additional capital au- 
thorized after operation has begun is usually given a maximum 
dividend of seven per cent, for ordinary and five per cent, for 
preference shares. When the companies come under the pro- 
visions of the sliding scale, the maximum dividend is made the 
standard dividend. New companies organized under the provi- 
sions of the sliding scale also receive a standard dividend of ten 
per cent, on original shares and of seven per cent, on additional 
ordinary shares. The standard dividend applies only to the ordi- 
nary or common shares, and not to preference shares or to loan 
capital. As, under the auction clauses, all new issues of stock 
are sold to the public at substantially the prevailing market 
price, the amount of the standard dividend allowed on such 
issues is of little or no importance to the gas consumer. It is the 
income return basis at which the additional shares are sold, not 
their dividend, that is of prime importance. In the case of shares 
already issued, however, any increase in the dividend is, of 
course, a direct burden upon the undertaking. 

If ten per cent, is reasonable as a maximum dividend, it is 
doubtless unreasonable as a standard dividend. In British prac- 
tice the ten per cent, maximum dividend was converted into a 
ten per cent, standard dividend. But, in devising a new system, 
it would doubtless be much better to look upon the standard 
dividend as the fair dividend for a company operated under 
average conditions and with average good management. It 
would be expected that a considerable number of companies 
would fall below this average of management, and consequently 
be entitled to less than the standard dividend. This question 
comes up in relation to the fixing of the standard price, and is 
discussed at greater length in the following section. 

[128] 
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2. Standard price. Under the sliding scale the standard price 
is that price the charging of which authorizes the payment of 
the standard dividend. Every decrease in price below the stan- 
dard price authorizes an increase in dividend above the standard 
rate, and every increase in price above the standard price neces- 
sitates a decrease in dividend below the standard rate. 

The determination of a proper standard price is very difficult, 
especially as regards a new company or a company in a district 
that may be subject to rapid changes in population. At present 
most of the smaller gas undertakings are authorized by a pro- 
visional order of the Board of Trade under the Gas and Water- 
works Facilities Acts, 1870 and 1873. ^^ ^^e case of new com- 
panies, the difficulty of fixing a proper standard price is now 
recognized, and it has become the more general practice of the 
board to simply fix a maximum price, but to reserve power to 
the board at any time after the expiration of three years either 
to alter the maximum price or to substitute a sliding scale with 
a standard price and a standard dividend. 

The standard price must be adjusted with the utmost care in 
order that the purposes of the sliding scale plan may not be 
defeated. If the standard price is fixed too low, an injustice is 
done the investor and future investment is seriously discour- 
aged. If the standard price is too high, the consumer is injured 
and the entire plan may become inoperative. In British experi- 
ence the damage has all come from the fixing of too high a 
standard price. There are no known instances where the stan- 
dard price has been fixed too low. No companies are compelled 
by their conditions of production to charge more than their 
standard price and thus accept a dividend less than the standard 
dividend. That there are no cases of this kind seems to indicate 
that the standard price is generally too high. It would seem 
that, in order to get the best results out of the sliding scale plan, 
the standard price should be the price at which a company could, 
with average good management, earn a profit at the standard 
rate. But there must be companies that are below the average 
of good management as well as those that are above. If the 
standard price were fixed on this basis there should normally be 
some companies that would have to charge more than the stan- 
dard price and accept less than the standard dividend. In order 
to justify a ten per cent, dividend, which is the usual standard, 

5 
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a company should at least be up to the average of good manage- 
ment. This, however, is clearly not the principle upon which 
the standard price has, in practice, been fixed. The practice as 
noted by Nathan Matthews, and which seems a fair statement, 
is as follows :* 

In the subsequent application of the sliding scale the uniform practice 
seems to have been to fix a price slightly in excess, commonly by from one 
penny to threepence, of the price at which the company was then selling gas, 
and in the case of new undertakings, at a figure slightly in excess of the price 
estimated to be necessary to secure the company its 10 per cent, dividends. 

In a great many cases the real object of the sliding scale has 
been defeated through the fixing of too high a standard price. 
An examination of the returns of gas undertakings made to the 
Board of Trade in 191 1 shows that there are a very large propor- 
tion of the companies to which the sliding scale is nominally 
applied that are not really working under its provisions. That 
is for many of the companies, for one reason or another, the divi- 
dends do not in fact rise and fall with the price of gas : the slid- 
ing scale plan is inoperative. There are numerous small com- 
panies that, though their selling price is much below the 
standard price, are not even paying the standard rate of divi- 
dends. These companies have found that it is not practicable 
for them to charge the standard price. In order to meet compe- 
tition from other methods of lighting or to develop their busi- 
ness, they find it necessary to fix a price much below the 
standard price and much below the price that might seem neces- 
sary to earn the standard rate of dividend. 

There are also a number of companies that are paying only the 
standard rate of dividend although they are selling at a price 
that entitles them to a considerable increase over the standard 
rates. They apparently have, for the present at least, abandoned 
the advantage that they are entitled to under the sliding scale. 
There are other companies that, though they are paying more 
than the standard rate of dividend, are not paying by several 
points the dividend to which they are entitled under the sliding 
scale. In some cases the reason for thus foregoing the full bene- 
fits of the sliding scale may be due to the competition of elec- 
tricity and the desire to place the undertaking in better position 

> Nathan Matthews, The Public Regulation of Gas Companies in Great Britain, 1905, 
p. 90. 
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to prevent inroads from this source. In other cases this failure 
to take full advantage of the sliding scale is doubtless due to a 
conviction that the company's standard price is in fact too high, 
and that, all things considered, it is not best to pay the full 
dividend. This decision may be influenced by the fact that a 
high dividend, even though authorized and possibly justified 
under the sliding scale agreement, is not entirely practical. 
The company fears that too high a dividend will cause dissatis- 
faction on the part of its consumers, and may also lead to an 
attack on the company when next it comes to Parliament for 
additional powers, or to a demand for municipal purchase of the 
undertaking. 

The highest dividend paid by any company under the sliding 
scale is the 17 per cent, dividend paid by the Harrogate Gas Co. 
This company has a standard price of 5s. 6d. ($1.33) and its 
maximum charge in 1910 was but 2s. 8d. (64 cents). This 
would entitle the company under the sliding scale plan to a 
statutory dividend of i8j4 per cent. In paying but 17 per cent, 
the company probably feels that it is paying as much as the 
conditions will justify. In this case the company, for the present 
at least, accepts 17 per cent, as its maximum dividend, and the 
sliding scale becomes practically inoperative. 

It is seen, therefore, that very great care should be taken in 
fixing the standard price. In British experience the error has 
all been on the side of allowing too high a standard price. This 
has in many cases either greatly diminished the efficacy of the 
plan or has rendered it entirely inoperative. But, even though 
the standard price be fairly fixed at the start, it may not stay so. 
Conditions may so change that the standard price becomes un- 
fair, and such unfairness may injure or render abortive the 
entire sliding scale plan. 

3. Neutral zone within the standard price. Instead of 
having a simple standard price, the acts of a few companies 
provide a neutral zone in the standard price within which vari- 
ations in the prices charged do not affect the dividend. If the 
price is in excess of the upper price limit, the dividend will fall, 
and if the price charged is less than the lower price limit, the 
dividend will rise. The neutral zone usually covers a range in 
price of 3d. (6 cents) to 6d. (12 cents). Thus, in the case of the 
Ipswich Gas Light Company the neutral zone is 3s. 6d. (85 
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cents), to 3s. 9d. (91 cents). If the price of gas goes above 
3s. 9d. the dividend must be decreased below ten per cent., and 
if the price of gas falls below 3s. 6d., the dividend may be in- 
creased above ten per cent. In 1910 the maximum price actually 
charged by the Ipswich Company was 2s. 6d. (60 cents). The 
actual price is, therefore, so far below the neutral zone as to 
make it for the future entirely inoperative. This is the usual 
experience with the neutral zone; its value comes at the start. 
As soon as the price is reduced below the lower zone limit its 
efficacy is gone as each fluctuation in the cost of production will 
cause a fluctuation in the dividend rate. 

The real function of the neutral zone seems to be that of serv- 
ing as a compromise between a high and a low standard price. 
If the promoters of a company think the standard price should 
be fixed at 3s. 9d., and the Parliamentary committee is inclined 
to think that 3s. 6d. is an adequate price, the case may be com- 
promised by making 3s. gd. the upper limit and 3s. 6d. the lower 
limit of the neutral zone. Moreover, owing to the possible 
fluctuations in cost of production, it is difficult to say at any 
time that a given price is a proper standard price for the future. 
It is much easier to say that the proper price depending on 
changing conditions is somewhere within a limited range. This 
limited range of price becomes the neutral zone. The neutral 
zone has, however, been used in comparatively few cases. 
Nathan Matthews in his report made in 1905 states that it has 
been used in 13 acts of which the Newcastle Gas Act, 1879, was 
the earliest,^ It would seem that the use of this method might 
be profitably extended. 

4. Revision of standard price. When once fixed it has not 
been the general practice of Parliament to alter the standard 
price. Unsuccessful attempts to induce Parliament to alter the 
standard price were made in the South Metropolitan case in 
1881, in the South Shields case in 1886 and in the Plymouth case 
in 1894. By the Southend Gas Act, 1898, the standard price of 
4s. 6d. ($1.09) as authorized by the act of 1892 was reduced to 
4s. 3d. ($1.03). This act of 1898 sanctioned the conversion of 
the existing capital and also the raising of additional capital. 
Another act relating to the same company in 1904 authorized 

^ Nathan Matthews, Public Regulation of Gas Companies in Great Britain and Ireland, 
1905, p. 96. 
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the raising of further capital and reduced the standard price for 
the purposes of such additional capital from 4s. 3d. ($1.03) to 
4s. (97 cents). This is the only case that has been noted where 
a different standard price has been established with reference 
to the additional capital authorized. It does not seem, however, 
that a provision of this kind applying only to additional capital 
can be of any real value to the consumer. Under the auction 
clauses, additional capital is sold at its market value, and this, 
of course, depends on the dividend, present and prospective. 
Under the auction clauses, all additional capital is secured on 
these terms. The higher the dividend, the higher the premium 
realized. The additional capital under the auction clauses 
always takes care of itself as far as dividend rate is concerned. 
The real question as to the need for a revision of the standard 
price relates to the dividend on capital already issued.^ 

When the London gas companies were placed under the slid- 
ing scale in 1875 and 1876, the standard price for the Commercial 
Company and for the Gas Light and Coke Company was fixed 
at 3s. 9d. (91 cents), which was the selling price of these com- 
panies at the time and the standard price for the South Metro- 
politan Company was fixed at 3s. 6d. (85 cents) although that 
company was charging but 3s. (73 cents). The act also raised 
the required candle power of the South Metropolitan from 14 
to 16, and this fact, together with the fact that the standard for 
the other two companies had been fixed at 3s. gd. (91 cents), 
was doubtless influential in fixing the standard price for the 
South Metropolitan at a point between the price it was then 
charging and the standard fixed for the other two companies. 
The select committee on metropolitan gas companies in 1899, 
while commending the general results under the sliding scale 
acts, found that the expected mutual advantages had not accrued 
in the case of the Gas Light and Coke Company. The com- 
mittee states that: 

Evidence has been tendered which leads them to think that now the stan- 
dard price is fixed too high, and as a consequence dividends may be far above 
the standard dividend without the full effect of the intention of the framers 
of this system with regard to the exercise of " due care and economy " being 
brought into play. Your committee therefore have come to the conclusion 
that the time has come when a reduction in the standard price might fairly 
be recommended on the grounds that the cost of the production of gas is 

• 

»See Michael & Will, Gas and Water, London, 1911, p. 9. 
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now much less than it was when the present standards were fixed, and also 
because capital can now be obtained at a much less rate of interest than for- 
merly. The committee believe that a small reduction of standard price, 
coupled with a secondary sliding scale for increasing or decreasing dividends, 
would act beneficially towards securing " due care and economy " in manage- 
ment, and that a system can be so devised that, while it would stimulate those 
companies which had not succeeded in bringing their prices to a low level, to 
greater endeavours to that end, it would not interfere with those companies 
which had already attained low prices." 

The committee recommended that, whenever any of the metro- 
politan companies again came to Parliament for an extension or 
alteration of their capital powers, a revision of the sliding scale 
should take place and the standard price should be reduced to 
3s. 3d. The committee also recommended : 

That capital powers should not be granted to any gas company for more 
than five years if and when new capital is required, and that Parliament 
should revise the sliding scale, either by way of increase or decrease, when 
any application for new capital is made, if the circumstances of the times or 
the conditions of the company appear to require it. 

In 1900, with the consent of the company, the standard price 
of the South Metropolitan Company was reduced from 3s. 6d. 
(85 cents) to 3s. id. (75 cents) and in compensation the required 
candle power was reduced from 16 to 14, and the variation in 
dividend for every penny variation in price was increased from 
one-tenth point to two-fifteenths point. In 1902 the standard 
price of the Commercial Gas Company was reduced from 3s. pd. 
(91 cents) to 3s. 3d. (79 cents) and, as compensation therefor, 
the company received similar concessions in regard to candle 
power and dividend increment. In 1903, the standard price of 
the Gas Light and Coke Company was reduced from 3s. 9d. 
(91 cents) to 3s. 4d. (81 cents) in exchange for additional powers 
granted the company. In 1909, the standard price of the Gas 
Light and Coke Company was further reduced to 3s. 2d., the 
company receiving at the same time certain desired privileges 
including the merger of the West Ham Gas Company and the 
reduction of the illuminating power of gas to 14 candles. The 
reduction of the standard price as an offset for a reduction in 
candle power has become quite common. An example is the 
Brighton Gas Act, 1910, which authorizes the use of Metropoli- 
tan Argand, No. 2, burner, in place of the London Argand, No. i, 
burner. On the opposition of the Brighton municipal govern- 
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ment, the committee of the House of Commons reduced the 
standard price from 3s. 3d. (79 cents) to 3s. 2d. (jy cents). 

The most important example of a forced revision of the stan- 
dard price is the case of the Lea Bridge Gas Company. This 
company obtained an act in 1878 applying the sliding scale with 
a ^standard price of ss. ($1.21). The company promoted a bill 
in 1899 asking for power to raise a large amount of additional 
capital and to convert the present capital into double the amount 
of lower dividend capital.^ The local authorities opposed the bill 
on the ground that the capital powers asked for were excessive, 
but did not suggest a reduction of standard price. Lord Camper- 
down, however, who was chairman of the committee, said that, 
as they had given existing shareholders " large and substantial 
benefits by consenting to the division of the capital and granting 
the extra capital powers, the latter enabling them to manufacture 
gas at a very much lower rate than they would, under their 
existing capital, the question arose whether the public was not 
entitled to a reduction in the standard price." 

The representatives of the compan}'- pointed out that the 
granting of capital powers by Parliament to meet the necessary 
requirements of the company was not a favor that the share- 
holders should be compelled to pay for by reduction of their 
standard price. It was claimed that a reduction in the standard 
price would mean a breach of faith with the investors who had 
bought shares on the assumption that the existing standard 
price would be maintained. However, the committee decided to 
reduce the company's standard price from 5s. ($1.21) to 4s. 6d. 
($1.09). Rostron in his account says:^ 

There were various circumstances in the case which may have influenced 
the minds of the Committee. The standard price was a very high one; the 
Company were not dividing by 2J/2 per cent, all they were entitled to; and the 
adjoining Companies had standard prices of 3s. and 3s. gd. respectively. 
Moreover, as the Company were threatened with a Purchase Bill by the Local 
Authority, the Committee may well have felt that the granting of a Conver- 
sion Scheme, which would improve the market value of their stock, was a 
great concession. But the Chairman apparently based his decision on the 
granting of new capital powers; and, if this be so, and the decision is to be 
regarded as correct and one to be followed in other cases, it is an extremely 
serious one for Gas Companies under sliding-scale regulations, as it would 
justify a reduction of standard price, and confiscation of dividend, whenever 
new capital powers are granted. 

^ The proceedings in committee are recited at considerable length in Rostron's Powers 
of Charge of the Metropolitan Gas Companies, London, 1900, pp. 71-75, 127-142. 
•Powsrs of Charge of the Metropolitan Gas Companies," London, 1900, p. 73. 
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Of course, if in the above case the company had abandoned its 
bill rather than submit to the proposed reduction, Parliament 
according to its uniform custom would not have attempted to 
force the bill upon the company. The company, however, was 
undoubtedly in a position where it was practically compelled to 
proceed with the bill notwithstanding the proposed change in 
standard price. The company realized that the local authority 
was ready with a bill for the compulsory purchase of the com- 
pany's property, and that, if the present bill were abandoned. 
Parliament would doubtless approve of this purchase bill at the 
next session. It is true that, technically speaking, Parliament 
did not compel the company to accept a reduction of its standard 
price. But Parliament did take advantage of the company's 
necessitous position to practically force such reduction. But, 
unless the company had found it necessary to go to Parliament 
for further powers, the question of revising the standard price 
could not have arisen. It would seem that, if it is desirable to 
alter the standard price, the exercise of such power should not 
be made to depend on the event of the company's application for 
additional powers of some kind. The cases in which a revision 
of the standard price might prove most helpful may be precisely 
those in which the company does not find it necessary to come 
to Parliament for further powers. 
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CHAPTER IX 

THE SLIDING SCALE RATIO OR THE APPORTIONMENT OF 
SURPLUS PROFITS BETWEEN SHAREHOLDERS AND CON- 
SUMER 

1. 'The sliding scale ratio. 

2. Ratio of consumers' share to shareholders' share. 

3. Proposal to increase shareholders' premium in case of London companies. 

4. Suggestion for a fixed ratio for division of surplus earnings. 

5. No real demand for increase in shareholders* premium. 

6. Argument of American observers for a half and half division. 

7. Sources of economies resulting in savings or surplus. 

8. No inherent basis for division ; real problem is to give adequate incentive 

to efficiency. 

9. The burden of the existing dividend premium and the effect of a half and 

half \iivision. 

10. Total savings vs. uniform dividend increment as basis for apportionment. 

11. Conclusion. 

L The sliding scale ratio. The sliding scale ratio is the rela- 
tion of the variation in rate of return or dividend to the variation 
in price. In Great Britain the general rule has been to allow a 
variation of one-fourth point in the dividend for each penny 
(two cents) variation in price of gas. By amendments made 
about ten years ago the ratio for the London gas companies was 
increased from one-fourth point to one-third point per penny 
which is equivalent to one-sixth point per American cent. The 
Boston ratio established in 1906 is one-fifth point variation in 
dividend for each cent variation in price. In Great Britain the 
present practice is to allow a variation of one-fourth point in 
the dividend rate (standard dividend of ten per cent.) with each 
penny (two cents) variation in price of gas. Upon new capital 
on which a standard dividend of but seven per cent, is allowed, 
the variation per penny in price is seven-fortieths point; one- 
fourth is one-fortieth of ten per cent, and seven-fortieths is also 
one-fortieth of seven per cent. ; the ratio of variation to standard 
dividend is, therefore, the same in both cases. When, at the 
request of companies, one share of a ten per cent, standard divi- 
dend stock has been converted into two shares of five per cent. 

[137] 
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stock, or into two and one-half shares of four per cent, stock, 
the ratio has been correspondingly reduced to one-eighth point 
and one-tenth point so that the dividend increment has been 
uniformly maintained at one-fortieth of the standard dividend 
rate. 

The dividend ratio of one-fourth point per penny was orig- 
inally used in the first sliding scale acts of the metropolitan gas 
companies passed in 1875 and 1876. No record has been found 
as to the reason why this particular ratio was fixed upon. The 
inference is drawn that it was adopted not because it was 
thought to furnish a theoretically fair distribution of profits, but 
because it was thought that it would bring about the mutual 
advantages desired. As a matter of fact, the one-fourth point 
variation in dividend for each penny variation in price was equal 
to one-fortieth of the standard dividend of ten per cent, while 
the one penny variation in price was equal to one-forty-fifth of 
the standard price fixed at the time, 3s. ^d. (91 cents). These 
proportions are about as close as they could be conveniently 
adjusted. There is some reason for an approximately equal divi- 
sion on this basis, 1. e., a division that increases or decreases the 
dividend to the stockholder in the same proportion that the cost 
of gas to the individual consumer is increased or decreased, but, 
as no mention of this basis has been found in the discussions in 
relation to the London sliding scale, the fact that this basis was 
actually approximated is probably a mere coincidence. It is 
certain that in subsequent applications of the sliding scale no 
attention has been paid to this factor. Standard prices have 
varied greatly, but there has been no corresponding variation in 
the dividend increment. Moreover, where the sliding scale has 
been applied to companies having seven per cent, or five per 
cent, ordinary shares the same dividend variation of one-fourth 
point per penny has usually been retained. 

2. Ratio of consumers' share to shareholders' share. The 
basis for division of profits most often referred to is the appor- 
tionment in some fixed proportion of the total saving accruing 
through reduced costs of gas production. If cost of production 
per thousand cubic feet is reduced five cents, this total saving 
is equal to the number of thousand cubic feet sold times five 
cents. This saving, it is stated, should be divided between the 
consumers and the stockholders in some fair proportion. If half 
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and half is deemed a fair division, the total saving to all con- 
sumers through a reduction of one cent in the price of gas, 
should be the measure of the total amount of increased divi- 
dends to be paid to the stockholders. 

When the English ratio of one-fourth point per penny was 
first applied in 1875 and 1876 it effected a division of the total 
saving in the proportion of one share to the stockholder to three 
shares to the consumer in the case of the Commercial and South 
Metropolitan companies, and one share to the stockholder to 
three and five-tenths shares to the consumer in the case of the 
Gas Light and Coke Company. The diflPerence in these ratios, 
three to one and three and five-tenths to one, being due to the 
fact that the amount of ordinary share capital subject to the 
sliding scale per thousand cubic feet of gas sold was slightly 
greater in the case of the Commercial and South Metropolitan 
companies than in the case of the Gas Light and Coke Company. 
With a fixed sliding scale ratio of one-fourth point per penny 
the respective shares going to the stockholder and the consumer 
will, of course, vary with the capital (subject to the sliding 
scale) per thousand cubic feet of gas sold. Generally speaking, 
the greater the number of cubic feet of gas produced the smaller 
is the capital required per cubic foot produced. This fact, to- 
gether with the operation of the auction clauses whereby in the 
case of new issues one share brought in more than double its 
par value to the London companies, reduced quite rapidly the 
capital (subject to the sliding scale) per thousand cubic feet of 
gas and thus reduced the share of the total saving going to the 
company and increased the share going to the consumer. 

3. Proposal to increase shareholders' premium in case of 
London companies. Mr. Hayward, the comptroller of the Lon- 
don County Council, in testifying before the House of Com- 
mons Committee of 1899,^ suggested that the proportion of the 
total saving accruing to the shareholders had, in the case of the 
London companies, become so small that it probably no longer 
gave such a strong incentive as was desirable for efficient man- 
agement. When the sliding scale was adopted in 1875 the 

* Report from the Select Committee on Metropolitan Gas Companieg, 1899, No. 294, 
p. 17. 
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shareholders received one-third as much as accrued to the con- 
sumers. In 1899 their portion was but one-sixth of that accru- 
ing to the consumers. On the other hand, the representatives of 
the companies in their testimony before this parliamentary com- 
mittee of 1899 R^ve no evidence of dissatisfaction with the slid- 
ing scale ratio. They apparently were satisfied that the propor- 
tion going to the shareholder was fair and offered a sufficient 
inducement to efficiency. Harry Edward Jones, general manager 
of the Commercial Gas Company and connected, also, with other 
suburban and provincial companies, in testifying before the 
committee, stated that the existing ratio, while small, furnished 
an adequate inducement to the companies to achieve reductions 
in price. He mentioned particularly the Wandsworth & Putney 
Gas Light and Coke Company of which he is chairman. This 
company happens to have a very low ratio, the division between 
consumer and shareholder being in the ratio of one to eleven. 
Nevertheless the price of gas had been reduced 38 per cent, and 
in proof of the effectiveness of the ratio Mr. Jones says: 

As a means of getting over what I may call the natural inertia of directors 
in contemplating a plunge downwards in price it has been extremely useful 
to me as a professional man wishing to develop gas, and my belief is you can 
only develop gas by making it cheap. 

The bonus to the shareholder, while small, was in his opinion 
ample "because another one-quarter per cent, on the dividend 
has the effect of raising the market price of the stock . . . 
very materially." ^ 

The committee in its report, however, recommended certain 
changes in the standard price and ratio. As to ratio it advised 
that the existing one-fourth point per penny ratio be retained, 
but that for each complete threepence variation in price there 
should be an additional one-fourth point variation in dividend. 
The committee's recommendation is, in full, as follows : ^ 

That whenever any of the Metropolitan Gas Companies again come to 
Parliament for an extension or alteration of their capital powers a revision 
of the sliding scale should take place, and that the standard price should be 
reduced to 3s. 3d. to carry the standard dividend of ten per cent., and that 
the existing scale of increase and decrease for dividend of one-quarter per 
cent, for every penny of decrease or increase of price below or above 3s. 3d. 

* Report from the Select Committee on Metropolitan Gas Companies, 1899, No. 294, 
pp. 75-79. 

' Ibid., p. X. 
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be maintained, and that a secondary or additional scale be imposed which 
should permit of an increase or decrease of dividend over and above that 
regulated by the present scale of one-quarter per cent for every complete 
3d, of decrease or increase below or above the standard price of 3s. 3d. 

This primary scale of one-fourth point per penny and sec- 
ondary scale of one-fourth point per threepence is substantially 
equivalent in aggregate to a single scale of one-third point per 
penny. And when in 1900-1903 the standard prices of the Lon- 
don companies were slightly reduced, the ratio was increased 
from one-fourth point per penny to one-third point per penny. 
Under this new scale, the division of sliding scale savings was 
in 191 1 in the proportion of one share to the stockholders to five 
shares to the consumers in the case of the Gas Light and. Coke 
Company and in the ratio of one to six in the case of the South 
Metropolitan Gas Company. No change has been made in the 
sliding scale ratio in the case of new companies and except for 
the three London companies no change has been made in the 
ratio of existing companies, for many of which the consumers' 
proportion of the sliding scale saving is much larger than in the 
case of the London companies. Mr. Hayward, in testifying be- 
fore the departmental committee on gas testing in the 
Metropolis in 1904, again suggested the desirability of changing 
the sliding scale ratio so as to still further increase the propor- 
tion of the sliding scale savings accruing to the shareholders.^ 
No action was, however, taken in regard to this suggestion. 

4. Suggestion for a fixed ratio for division of surplus 
earnings. The desirability of an increase in the sliding scale 
ratio is also suggested by Mr. B. R. Green, engineer and man- 
ager of the Mitcham & Wimbledon Gas Company, in his address 
as president of the Southern District Association of Gas Engi- 
neers and Managers, 1912. He suggests that the dividend incre- 
ment be made to vary with the amount of capital employed per 
thousand cubic feet of gas sold in such a way as to secure an 
approximately fixed ratio for the division of sliding scale sav- 
ings. Under the scale suggested, the division would be at the 

uniform ratio of one to four. Mr. Green says : ^ 

' ' ■'« 

^Report of the Department Committee on Gat Testing in the Metropolis, Cd. 2118, 
1904, pp. 161, 255. 
* Journal of Gas Lighting (London), March 19, 1912, p. 800. 
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It has occurred to me that some middle course might be open, whereby 
the benefit of the sliding scale might be enhanced by its being so adjusted as 
to recognize the proportion of capital employed in relation to the quantity of 
gas sold. To effect this, the sliding scale might authorize that each penny 
reduction in price should empower the payment of an increment of dividend, 
increasing or decreasing according to the decrease or increase in the amount 
of capital per i,ooo cubic feet sold. This would provide a premium on low 
capital expenditure, and would surely set up a more equitable distribution of 
profits as between consumers and shareholders. For instance, under the 
sliding scale as at present constituted, in a company having a capital expendi- 
ture of 15s. per 1,000 cubic feet of gas sold and a sale of 250 million cubic 
feet per annum, and entitled to increments of H per cent, for each penny 
reduction in price, the proprietors would receive one-fifth and the consumers 
four-fifths of the cost of such penny reduction. But if the company develops 
its output to (say) 1,000 million cubic feet per annum, and is at the same 
time able, owing to favorable circumstances and judicious expenditure, to 
bring its capital expense down to 7s. 6d. per 1,000 cubic feet, then for each 
penny reduction in price one-tenth only of the total cost of such reduction 
goes to the proprietors, while the consumers take no less than nine-tenths. 
If a sliding scale in the percentage of the increments were based on the capi- 
tal expenditure per 1,000 feet of gas sold, this anomaly might be obviated in 
some such way as appears from the following table; 



Capital 

Employed per 

1000 Cubic 

Feet Sold 


Increment for each Penny 
Reduction 


Approximate Proportion of Total Cost 
of Reduction 


Amount 


Percent 


To Proprietors 


To Consumers 


S. d. 
15 
12 6 

10 
7 6 


s. d. 

2 6 

3 4 

4 

5 


t 
1-6 


One-fifth 
One-fifth 
One-fifth 
One-fifth 


Four-fifths 
Four-fifths 
Four-fifths 
Four-fifths 



It will be noticed that these figures result in the proportion of the benefit 
of a reduction divisible between consumers and proprietors being kept con- 
stant, and, if adopted, would tend towards the simple principle well known to 
insurance companies, where profits are allocated in agreed proportions, or 
(say) one-fifth forming dividends to shareholders, and four-fifths disposed 
of as bonuses to policyholders-. This is, of course, merely a tentative sugges- 
tion, the study of which has been of great interest to me; and I venture to 
bring it forward in the hope that it may arouse some interest among our 
members. 

In the discussion following this address Mr. R. G. Shadbolt, 
president of the Institute of Gas Engineers, said that any plan 
that would place a premium on low capital expenditure would 
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have manifest advantages, but that, under any system, he 
thought the consumer would eventually demand and get the 
lion's share of the economies effected — and rightly so not only 
from the point of view of the consumer, but from that of the gas 
industry because the lower the price at which gas could be sold 
the stronger would be the position of the industry. 

5. No real demand for increase in shareholders' premium. 
Other than the above suggestion by Mr. Green, I have found no 
intimation that the representatives of the gas industry in Eng- 
land are at all dissatisfied with the results under the existing 
ratio. In discussing the subject with leading gas men, I found 
that most of them felt that it would be unwise to change the 
existing scheme of division. A few felt that the shareholders' 
proportion was undoubtedly small and that perhaps in equity 
the shareholder was entitled to more. Whether it was wise to 
take more was, however, not so certain. The permanent good 
of the industry demanded a continuous reduction in the price of 
gas. Each reduction broadened the market and thus tended to 
make further reductions practicable. With the existing and 
possible future competition of electricity, it was especially im- 
portant to reduce the price of gas. If a larger proportion of the 
saving were to go to the shareholders, there would be just so 
much less that could be used for the reduction of price. The 
industry could not well afford to do anything that would render 
more difficult a maximum reduction in price. With a low price 
the industr}' would be in position to meet competition from any 
source. The shareholder was even more interested in preserv- 
ing the integrity of his investment than in securing for the 
present a slight increase in the rate of dividend. Then, too, it 
must be admitted that reductions in price were by no means 
due solely to efficiency of management, but were in large meas- 
ure made possible by the natural growth and development of 
the district served. Moreover, it was pointed out by a leading 
gas engineer and company representative that, while the propor- 
tion of the total saving going to the shareholders was compara- 
tively small, yet the percentage increase in the dividend of the 
shareholder and the percentage reduction in the price paid by 
the consumer are not so widely apart. Thus if the dividend rate 
is ten per cent., and the present price of gas is three shillings 
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(72 cents), then a reduction of one penny in the price means a 
reduction of one-thirty-sixth in the price paid by the consumer. 
This reduction of one penny also entitles the shareholder to an 
increase of one-fourth point in his ten per cent, standard divi- 
dend rate. This one-fourth point represents an increase of one- 
fortieth in the total dividend received. Looking at the matter 
from this point of view, the consumer is benefited to the extent 
of two and seven-tenths per cent, and the shareholder to the 
extent of two and five-tenths per cent. — not a very unequal 
division. 

6. Argument of American observers for a half and half 
division. Notwithstanding the very general consensus of opin- 
ion in England that the existing sliding scale ratio is substan- 
tially just and reasonable, a number of American observers who 
have studied the sliding scale have come to a different conclu- 
sion. They argue that there should be an equal division of the 
sliding scale surplus. 

W* H. Gardiner, in his paper on the London Sliding Scale 
before the National Electric Light Association, June, 1906, 
argues that the total saving should be divided in equal shares 
between the consumer and the company. Mr. Gardiner says: 

If a premium is allowed, equal in amount to the volume of service times 
the reduction in average price, it is in effect the same as allowing the com- 
pany to pay net earnings equal to the amount it saves the community. The 
public and the company are really equally interested in the business, prac- 
tically as partners. The public gives the opportunity to do business and the 
company furnishes the means and ability to conduct it. 

Why should they not both share and share alike in its profits, the public 
taking its share of the profits as reduced prices and the company its profits 
as equivalent net earnings? 

William D. Marks, in an article on the London Sliding Scale 
for Gas,^ also holds that the sliding scale should be so devised 
as to divide equally between consumer and stockholder the 
total saving due to decreased cost of production. He works out 
an algebraic formula for a sliding scale. The chief difference 
between his formula and the plan proposed by Gardiner is that 
he includes an estimate of increased sales under the reduced rate, 
and also an estimate of the new capital that will be required to 

^Progressive Age, January IS, 1909. 
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produce the increased output. In introducing these elements, he 
greatly complicates the problem. Estimated increased sales and 
estimated increased capital requirements seem rather too uncer- 
tain to be made the basis for a division of present profits. 

Alfred E. Forstall, in a paper before the American Gas Insti- 
tute, October, 1909, refers to Mr. Hayward's suggestion for an 
increase in the sliding scale ratio. He says : 

There is no good reason why the savings effected by the management better 
than the average should not be divided equally between the consumers and 
the company. 

He outlines the following method for securing this equal divi- 
sion (at page 10) : 

In order that there shall be an equal division of the saving in spite of 
changes in the amount of sliding scale securities outstanding per 1,000 cu. ft. 
of gas sold per year, it must be provided that a change of one cent in the 
price of gas shall carry with it a change in percentage rate of dividend to be 
obtained by dividing one by the number of dollars of sliding scale stock out- 
standing per 1,000 cu. ft. of gas sold in the year immediately preceding. 
Thus, if there were, say, $4.00 of sliding scale stock per 1,000 cu. ft. of gas 
sold, the rest of the investment being represented by securities with fixed 
rates of interest and priority of claims, the rate of dividend would change 
one-quarter of one per cent, for each change of one cent in the price, while 
if the sliding scale stock were $3.00 per 1,000 cu. ft. with more of the other 
securities in proportion, the rate of dividend would change one-third of one 
per cent, for each change of one cent in the price. Under such regula- 
tion the company and the consumers would each receive one-half of any sav- 
ing effected by the energy and skill of a management better than average, 
and this equal division would continue no matter how the relation between 
investment and sales varied nor how this investment was divided between 
fixed rate and sliding scale securities. 

The Journal of Gas Lighting (London) in commenting edi- 
torially on Mr. Forstall's paper disagrees with the suggestion 
for an increase in the sliding scale ratio. The following is from 
the Journal of Gas Lighting, November 23, 1909, page 5x8: 

With equality in the division of savings, there must be equality in losses; 
and we can well conceive bad times in which, under such a system, the market 
values of gas stocks would be terribly mauled about, and the credit of the 
concerns would severely suffer. Such oscillations would do an undertaking 
no good. Moreover, equality in the sharing of savings would widen the 
periods between reductions so considerably, and cause them to be fewer, that 
we are of opinion that, on balance, taking also bad seasons into consideration 
when the price would have to be raised, the proprietors' condition under Mr. 
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Forstall's plan would be worse than that under the existing circumstances. 
The retarding of reductions in these times also means, in some degree, the 
repression of business development, and that would not be good in these com- 
petitive days. That is the only point upon which we disagree with Mr. 
Forstall. 

7. Sources of economies resulting in savings or surplus. 
There are a number of theories as to the way in which increased 
profits resulting from decreased cost of production should in the 
case of a public utility be shared between the producer and the 
consumer. Messrs. Gardiner, Marks and Forstall in papers 
above quoted assert that the sliding scale should be so adjusted 
that exactly one-half of the saving from reduced cost of produc- 
tion will be retained by the company and paid out in increased 
dividends and that the other half will go to reduce the price 
charged the consumer. Another equally valid theoretical basis 
would be to make the percentage increase in divisible profits 
exactly equal to the percentage decrease in the price of the 
product. It will be of interest to consider briefly various ways 
in which economies leading to price reductions are brought 
about, in order to learn whether there is any inherent basis for 
the apportionment of increased profits between the shareholder 
and the consumer. 

An increase or decrease in the cost of production of gas or 
electricity may be due to various causes: 

1. Change in price of labor and materials used in production or in amount 

of return received for by-products. 

2. The normal development of the art. 

3. Efficiency or inefficiency of management. 

4. Aggregate demand for product 

5. The load factor. 

6. The capital charges. 

/. Change in price of labor and materials used in production 
or in amount of return received from by-products. Under com- 
petitive conditions, changes in the price of labor and materials 
entering into a product are normally reflected in the price of the 
product. The consumer gets the benefit of lower prices of labor 
and materials and suffers the loss in case of corresponding in- 
creases. The profits of the producer are not materially affected. 
In equity the same rule should hold in the case of the product 
furnished by the public utility company — the price of the 
product should reflect the changes in the price of labor and 
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materials. The same reasoning may be applied to a change in 
the price of by-products — an element of importance in the gas 
industry. 

2, The normal development of the art. Improved processes 
are devised and methods of utilizing by-products developed that 
cheapen cost of production. In so far, at least, as these improve- 
ments are due to the general development of the art and not to 
the inventive genius of the particular management in question, 
the saving effected thereby should be reflected in the price paid 
by the consumer. 

J. Efficiency or inefficiency of management. It should, of 
course, be expected that a company operating a municipal 
monopoly will perform its work with reasonable efficiency. In 
competitive undertakings the company that does not operate 
with at least average efficiency goes to the wall. The public 
utility company that does not operate with at least average 
efficiency ought to be deprived of its franchise or penalized by a 
reduction in its divisible profits. In competitive business excep- 
tional efficiency usually secures large rewards. To secure excep- 
tional efficiency in the management of a municipal monopoly, it 
is also necessary to hold out the incentive of exceptional reward. 

4, Aggregate demand for product. Large scale production re- 
duces the per unit cost. Consumption of gas or electricity 
depends on (i) the population served and (2) the consumption 
per capita. The chief factor is the growth of population, and this 
is not usually affected by the action of the company. The con- 
sumption per capita varies with the price and with other factors. 
It may be largely increased by the activity of the company in 
introducing its product. In this as well as in a far-sighted policy 
of price reduction the company may exercise a marked efficiency 
that may well be given the incentive of a large reward. A 
growth of population served and an increased production due to 
the extension of the facilities into outlying territory may, how- 
ever, tend to temporarily increase rather than decrease the per 
unit cost of the product. Such extensions, however, are of the 
utmost public importance, and it would be poor policy to give a 
premium for decreased per unit cost in such a way as to penalize 
rather than encourage a progressive extension policy. 



Digitized by VjOOQ IC 



148 Public Service Companies in Great Britain 

5. The load factor. The load factor is of extreme importance 
in the supply of electricity or the transportation of passengers. 
An evening up of the load throughout the day or throughout the 
seasons of the year results in a very great reduction in cost per 
unit of product. In the case of electricity supply, this factor 
depends to a considerable extent on the efficiency of the manage- 
ment, but the demand for transportation is not materially 
affected in this way. 

6. The capital charges. The total per unit charge for interest 
and dividends is, of. course, of great importance in determining 
the price that may be charged. These charges depend both upon 
the aggregate amount of capital invested and the economy exer- 
cised in raising new capital. The amount of capital per unit of 
product depends largely on the aggregate demand, on the 
density or space distribution of the demand and on the load 
factor or time distribution of the demand. These elements have 
already been considered under numbers four and five. The 
amount of capital is also influenced largely by the business judg- 
ment of the managers in forecasting the demands of the future 
and thereby securing a proper adjustment of capacity to output; 
in timing new construction to take advantage of a low price 
level; in timing new construction so that units of the most 
economical size may be installed (e. g., 2l large capacity gas 
holder instead of two small size holders). The amount of capital 
is also influenced, on the one hand, by impairment owing to 
insufficient allowance for wear and tear, inadequacy and obsoles- 
cence; and, on the other hand, by a virtual writing-down of capi- 
tal through the making of improvements and extensions out of 
earnings. But the per unit capital charges are not only influ- 
enced by the per unit capital investment, but also by the interest 
and dividend rate on such investment. The average rate of in- 
terest and dividends is directly dependent on the method of rais- 
ing new capital. If new capital requirements are financed under 
the most favorable market conditions and bonds or shares are 
sold at the best price obtainable the tendency should be to a 
reduction in the average rate of the capital charges per unit of 
capital investment. This together with a normal decline in the 
per unit capital investment should lead to a normal reduction in 
the total per unit capital charges. It is just here that the great- 
est savings in the total cost of gas per unit have come during the 



Digitized by VjOOQ IC 



Sliding Scale Ratio I49 

last 20 years in Great Britain. From the foregoing it is seen 
that the reduction of capital charges is not really a distinct and 
separate cause of economy in gas production, but rather a com- 
posite of seyeral of the causes already enumerated, namely No. 3, 
Efficiency of Management; No. 4, Aggregate Demand for Pro- 
duct; and No. 5, The Load Factor. 

8. No inherent basis for division; real problem is to give 
adequate incentive to efficiency. Summarizing in another form 
it may be seen that any particular reduction in cost per unit may 
be due (i) entirely to marked efficiency of management; (2) 
solely to the growth of the community or a decline in the price 
of materials, or the normal development of the art, or (3) to a 
combination of these factors. Equitably we may say that the 
company is entitled to none of the saving due to decline in price 
of materials, to little, if any, of that due to the growth of the 
community, to a small proportion of that due to the normal de- 
velopment of the art, and to a considerable proportion of that 
due to extraordinary efficiency. Under competitive conditions, 
the equities above indicated are rather closely approximated, but 
I know of no automatic sliding scale rule by which monopoly 
profits and prices can be thus logically adjusted. I think we are 
forced to admit that it is not practicable to so adjust a sliding 
scale that it will automatically discriminate between reduced 
costs due to exceptional management and those due to other 
causes. 

Nor does it seem possible to say what portion of the total 
economies under the sliding scale should theoretically accrue to 
producer and consumer. If it were known that a fixed propor- 
tion of these economies were due to the special efficiency of the 
producer, it might be logical to say that at least a minimum of 
this fixed proportion should be retained by the producer. As it 
is impossible to say as to any class of public utility companies 
what exact relation special efficiency of the managements will 
have to the total possible future reductions in the price of the 
product, it is impossible to say that any fixed ratio of apportion- 
ing economies has any inherent sanction. The problem of 
apportionment must be approached from a different angle. 

The practical problem is what premium is necessary to en- 
courage efficient management. As a matter of right the com- 
pany is entitled to a " fair return." This is a minimum. The 
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theory of the sliding scale is that something more than a " fair 
return " should be offered as a premium to encourage efficient 
management and as an incentive to induce the company to re- 
duce prices on its own initiative. It is a matter of judgment as 
to just what ratio of apportionment will prove most effective. It 
must be adequate to create the desired incentive. Any more 
than this will be an unwarranted diversion of savings that 
should be used for price reduction. It is a very nice question 
as to just what ratio will exactly meet the requirements. 

9. The burden of the existing dividend premium and the 
effect of a half and half division. Table I is made up largely 
from data contained in Field's "Analysis of Gas Accounts " and 
shows the dividend premium per M of gas sold and the ratio 
of the same to the reduction in price.^ The highest dividend 
premium shown in this table is 3.58d. (7 cents) per M of gas 
sold. The payment of this dividend premium does not in any 
case constitute a very heavy burden upon the consumer. The 
practical question is whether the price of gas with this dividend 
premium included is or is not higher than it would have been 
had the company operated under a maximum dividend plan. 
Some statistical comparisons made with a view to throwing 
light on this question are given in chapter 11, section 6. 

In Table I it is seen that the ratio of sliding scale dividend 
premium to price reduction varies from about one to five to one 
to twenty. The average for these 18 companies is about one to 
seven. There are doubtless companies not included in this table 
in which the ratio might be as low as one to two, but upon the 
whole one to five or one to seven is at present probably a fair 
ordinary ratio. In 1890 for the 13 of these 18 companies then 
under the sliding scale this ratio ranged from one to two to one 
to nine, the average being about one to four. 

^ In the use of this table the ratio of premium dividend per M of gas sold to the reduc- 
tion in price below the standard price is assumed to be the same thing as the ratio of 
dividend premium to the saving to the consumer by the reduction in price. This is sub- 
stantially correct under the conditions existing in the English gas industry, but needs 
certain qualifications. It is not strictly true unless all charges for gas vary in exactly the 
same' amount as the maximum price charged. In England there are often discounts to 
large users and these are usually a fixed percentage on the maximum price. A penny 
reduction in maximum price, therefore, does not mean precisely a penny reduction in 
price to the large user. This difference, however, is so small as to be negligible for pres- 
ent purposes. Then, too, there are in some cases special contract prices for public light- 
ing. These introduce some uncertainty but probably in the long run follow the maximum 
price charged almost as closely as do the discounts on large consumption. 
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The Table also shows how very unfortunate it would have 
been to have fixed the sliding scale ratio on the basis of an equal 
division of savings between shareholder and consumer. Under 
this method, for every decrease of one penny in the price of gas 
the dividend premium per thousand cubic feet of gas sold would 
be increased by the same amount. It is clear from Table I that 
a division on this basis would have increased the dividends very 
much above the liberal rates now paid, but would have made it 
impossible for the company to reduce the price of gas to any- 
thing like the extent that it has been able to do under the exist- 
ing method of apportionment. Take the case of the Wands- 
worth & Putney Gas Light & Coke Co. This company has a 
standard price of 48d. (97 cents). Its present price is 2id. (42 
cents). It has reduced the price of gas 27d., and this on the 
basis of one quarter point increase in dividend for each penny 
decrease in price gives the company a present dividend of 16.75 
per cent, on its original unconverted ten per cent, shares. The 
dividend premium now paid (6.75 per cent.) amounts to but 
2.5d. per thousand cubic feet of gas sold, or only about one- 
eleventh of the decrease in the price of gas. It would, therefore, 
take a sliding scale premium eleven times as great or 73 per 
cent, to equal the saving resulting from the reduction of price 
below the standard price. The premium dividend of 73 per 
cent, plus the standard dividend of ten per cent, would make a 
total annual dividend of 83 per cent. The present total operat- 
ing expenses less income from residuals amount to but I9.2d. 
per thousand cubic feet of gas sold, whereas it would require a 
reduction in operating expenses of 24.5d. per thousand cubic 
feet in order to pay this additional dividend. In other words, 
net operating expenses would have to be reduced to much less 
than nothing. 

The Luton Gas Company illustrates the same point. Its price 
is now 24d. (48 cents) and this is just 24d. below the standard 
price. The divided premium amounts to six per cent, on the 
ordinary shares or i.2d. per M of gas sold. This is only one- 
twentieth of the amount by which the price has been reduced. 
In order to secure a half and half division, the dividend premium 
would have to be 20 times six per cent, or 120 per cent. But, in 
order to pay this enormous dividend premium, the other costs 
of production would have to be less than nothing. These are 
extreme cases, but they very clearly show the absurdity of the 
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so-called equal basis of apportioning the savings under the slid- 
ing scale. If this plan had been applied to the British com- 
panies it is clear that dividends would be excessive and prices 
much higher than they are at present. 

The sliding scale ratio must be very carefully adjusted or it 
will lead to excessive dividends and high rates of charge. The 
sliding scale method is intended to furnish an incentive for 
further improvement and economy in gas production. The only 
justification for giving the company any increment over what 
may be considered a fair rate of return on its investment is that 
such increment is necessary as an incentive to induce the com- 
pany to effect economies and reduce the price to the consumer. 
There is no justification for giving an increment larger than is 
necessary to secure the greatest practicable reduction in price. 
Possible economies at any given time are very limited. In the 
British gas industry, it does not seem probable that appreciably 
greater economies would have been effected if a larger propor- 
tion of the savings had been offered to the shareholder. It 
seems quite certain that, if a much larger proportion had been 
offered, the result would have been thai the price of gas could 
not have been reduced as it has been. It is practically certain 
that the whole scheme would have very soon broken down if 
the basis of apportionment had been an equal share of the sav- 
ings to the consumer and to the shareholder. 

10. Total savings vs. uniform dividend increment as basis 
for apportionment. Though the argument for an equal appor- 
tionment of sliding scale savings must be abandoned, there may 
still be an argument in favor of a certain fixed ratio of apportion- 
ment, say one to five or one to ten. Under the present plan in 
Great Britain this ratio varies greatly with different companies 
and with the same company from year to year. Instead of giv- 
ing the company one-fourth point increase in dividend for each 
one penny (two cents) reduction in price, the plan might pro- 
vide for an increase in dividend equal to, say, one-seventh of the 
total saving to consumers through the reduction of each penny 
in price. Such a ratio doubtless has some advantages, but it 
seems to get away from the premise we have assumed as deter- 
mining. The incentive to the shareholder is created by the 
increase in dividend he receives. If an increase of one-fourth 
point for each penny reduction is adequate as an incentive at 
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one time in a company's history, it will probably be just as 
adequate at a later period. The one-fourth point increase in 
dividend means just as much to the individual shareholder when 
gas sales amount to one billion cubic feet as it did a few years 
ago when sales amounted to but half as much. Though the 
premium to the shareholder is no longer a large proportion of 
the saving secured in the aggregate by the consumers through 
a reduction in price, it means just as much to the shareholder 
as it ever did. One point increase in dividend on a stock that 
can be sold to net a five per cent return will always mean a 
twenty-point rise in the market value of the stock. As an in- 
centive to increased effort the possibility of this twenty-point 
increase is as great and no greater when the company is selling 
a billion cubic feet as when it is selling but half a billion cubic 
feet. It seems, therefore, that the dividend premium to be 
accurately adjusted to serve as an adequate, but not too liberal, 
incentive to price reduction should be a fixed per cent, on capital 
rather than a fixed proportion of the saving accruing to the con- 
sumers through price reductions. 

A strong argument, however, in favor of a dividend premium 
that will vary with the " volume of the service " has been pre- 
sented by Mr. W. H. Gardiner. In advocating a sliding scale 
ratio based on a premium to the shareholder equal in amount 
to the volume of service times the reduction in average price, 
Mr. Gardiner argues that it is desirable that the company 
should have an inducement to increase the volume of its service 
as well as to reduce the unit price. He says :^ 

For the good of the service to the public it is most important, in the opin- 
ion of the writer, that the company be effectively induced to develop the use 
of the service and the availability thereof to the utmost extent. Any system 
of regulation or of premiums which does not act directly to these ends, in 
proportion to its omission to do so, falls short of acting most for the public 
good. 

He also states that, from the public's point of view, suburban 
extensions should long precede that volume of suburban busi- 
ness necessary to meet their current cost. The making of these 
extensions will therefore reduce the possibility of immediate 
reductions in price, and consequently, under the sliding scale, 
of immediate increases in dividend. By basing the company's 

1 Paper on London Sliding Scale, read before National Electric Light Association, 
June, 1906. 
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premium under the sliding scale upon the volume of its business 
as well as on the per unit price of the product, the above diffi- 
culty is obviated and the company is given a direct inducement 
to make needed extensions. 

The point raised by Mr. Gardiner in regard to volume of ser- 
vice is important. A scale should not be adopted that will tend 
to restrict either a progressive extension of facilities to outlying 
territory or an intensive development of existing territory. I 
found no evidence that such has been the effect of the sliding 
scale in England. There seems to be no complaint that the com- 
panies do not extend their mains into outlying districts and the 
companies seem to be very keen to develop the use of their 
product. In securing this result the competition of electricity 
has doubtless been potent. As to intensive development, it 
would seem that it should tend toward lower prices, and conse- 
quently the ordinary sliding scale ratio would seem to furnish a 
sufficient incentive. There is not much trouble usually about 
securing needed extensions of gas and electric facilities and the 
matter is one that is comparatively easy of regulation by statute 
or by a commission. The capital required for an extension is 
not usually very large, and the company has a very strong in- 
ducement to occupy all available territory in order to shut out 
possible competitors. The question of small extensions of 
mains to outlying houses may be provided for by the enforce- 
ment of general conditions governing such extensions or by 
leaving the decision in the discretion of the supervising com- 
mission. The question of railroad and street railway extensions, 
however, presents great difficulty. It would certainly be unwise 
to adopt a scheme that would tend to make railway extensions 
any less attractive. It is generally recognized, however, that 
the sliding scale plan as at present applied to gas companies can- 
not be applied to railways without great modification. In any 
«ittempt to formulate a plan for railways, the bearing of any 
proposed ratio on the question of extensions would have to be 
carefully considered. 

11. Conclusion. Limiting the discussion to the gas and elec- 
trical industries, it seems that in general the present form of 
sliding scale ratio as used in Great Britain and in Boston has 
controlling advantages over proposed substitute forms. The 
dividend premium is a fixed increment of the dividend rate: 
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One-fourth point per penny (two cents) in Great Britain and 
one-fifth point for each cent in Boston. The actual burden of 
the premium dividend varies with the capital employed per unit 
of product. This was an amount in the aggregate equal to two- 
thirds of the aggregate reduction in price in Boston in 1912, 
while in Great Britain with a lower per unit capital and a smaller 
dividend increment it varies from about one-third to one- 
eleventh and even to one-twentieth of the aggregate price re- 
duction. The dividend premium must be very carefully adjusted 
or it will render the whole scheme aboitive. It must be ade- 
quate to create a strong inducement for efficiency, but it must 
not be so large that it will in time so increase dividend charges 
as to make further reductions in price impracticable. The 
danger of fixing the dividend premium too high is very real. It 
sounds plausible to claim that any reduction in price is pure 
gain to the consumer and that he ought not to grudge the share- 
holder very liberal compensation in increased dividends. This 
might be true if the payment of increased dividends were limited 
to the current year, but they continue and are supplemented by 
further increments until a time may come when the industry 
will be so weighed down with dividend charges that further 
reductions are rendered difficult or impossible. A consideration 
of British experience shows clearly that with an appreciably 
higher dividend increment many companies could not possibly 
have reduced prices as they have. If, however, the effect of 
each dividend increment is limited to a fixed period, as proposed 
in chapter 11, section 4, the increment should probably be larger. 
The fact that old increments will run out keeps down the cumu- 
lative effect, and it is possible to allow a comparatively large 
increment without eventually overloading the dividend charges. 
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CHAPTER X 
PROVISION FOR REVISION OF SLIDING SCALE PLAN 

1. Existing practice as to revision, 

2. Necessity for revision. 

3. Periodic revision. 

4. Proposed plan for the automatic revision of the sliding scale. 

1. Existing practice as to revision. There is no general 
provision for the revision of the sliding scale plan after it has 
once been applied to a gas company. In treating of the revision 
of the standard price (above, chapter 8, section 4), we have seen 
that this question has not been raised except in a few cases 
where the company has been before Parliament asking for addi- 
tional capital powers. Parliament undoubtedly has the right to 
prescribe a complete revision of the sliding scale arrangements 
for any company. It has not, however, except in the few in- 
stances above mentioned, seen fit to exercise this power. In 
general, representatives of the companies in England feel that 
the conditions of their sliding scale plan constitute a permanent 
contract w^hich Parliament is morally bound to respect. Most 
observers would admit that the standard price is in many cases 
high and that in a few cases the dividends realized under the 
sliding scale are much higher than contemplated as possible at 
the time .the sliding scale plan was applied. Representatives of 
sliding scale companies hold that the system to work well must 
be permanent and substantially unalterable except with the con- 
sent of the company. They argue that, as the saving to the 
consumer from each specific reduction in price is much greater 
than the corresponding profit to the shareholder, the transaction 
is not unfair. If the dividends paid are very high the price to 
the consumer is correspondingly low. Moreover, under the 
auction clauses investors in shares issued by the company buy 
them on the basis of the present standard price and standard 
dividend and to later reduce the standard price or standard divi- 
dend and thus reduce the actual dividend would be to break 
faith with the investor. 

In the electric power acts that have been passed since 1900 
and which contain a provision for the application of the sliding 
scale, there is a provision for a periodic revision of the sliding 
scale at the end of each ten-year period on application to the 

[157] 
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Board of Trade. No revision, however, has in fact taken place 
under this provision. The Boston sliding scale act provides that 
the Massachusetts Board of Gas and Electric Light Commis- 
sioners may at any time after ten years lower or raise the stan- 
dard price "to such extent as may justly be required by 
reason of greater or less burdens which may be imposed on the 
company, by reason of improved methods in the art of manufac- 
ture, by reason of changes in the prices of material and labor, or 
by reason of other conditions affecting the general cost of manu- 
facture or distribution of gas.*' No revision has taken place 
under this provision as the ten-year period will not be up until 
1916. 

2. Necessity for revision. In considering the sliding scale, 
we must look to the distant future as well as to the immediate 
future. For the sake of an immediate advantage, we must not 
increase the permanent load to be borne by the consumer. It is 
safe to say that no system of regulation is good that tends to 
make future generations pay very much in excess of the price 
at which they could secure the same service through the agency 
of a new company. The creation of a large and permanent fran- 
chise or going concern value should be avoided. Because it is 
necessary to offer a premium for efficiency, it is not necessary 
that this premium should take the shape of a perpetual annuity 
that will have to be paid by future generations that will not in 
fact receive commensurate benefits. This certainly is not the 
method used to secure efficiency in the competitive field. 

Under competitive conditions changes in cost of production 
inuring either to the profit or loss of the manufacturer are dif- 
fused within a short time. Under competitive conditions, the 
manufacturer enjoys for a few years the monopoly profit from 
any improved method which he may invent or apply. His com- 
petitors, however, soon adopt the same methods and thus his 
special profit is lost. This process is thus stated by Taussig in 
his " Principles of Economics " : 

Especially under those conditions of rapid advance in the arts which char- 
acterize modern times, opportunities for improvement in the industrial outfit 
are first availed of with shrewdness and daring by the captains of industry, 
and then imitated by others of less though notable capacity. When the great 
mass of those engaged in a given industry succeed in adopting the improve- 



Digitized by VjOOQ IC 



Revision of Sliding Scale 159 

ments of the leaders, these leaders devise still further improvements; and the 
differences in facilities and expenses of production are thus maintained 
indefinitely. 

Again Taussig says : 

By taking the lead in utilizing inventions or improving organizations they 
make extra gains, which last so long as they succeed in holding the lead. 
Business profits, so considered, are ever vanishing, ever reappearing. They 
are the stimulus to improvement and the reward for improvement, tending to 
cease when once the improvement is fully applied. 

The theory of the patent law is that the inventor shall be given 
a monopoly of profits from the sale of his invention for a limited 
period of years. The life of the ordinary patent is 17 years. 
The manufacture of the patented article is a new venture and 
its profits are uncertain. Yet 17 years' exclusive enjoyment of 
the profits from the invention is considered an adequate reward 
and incentive. No one certainly would advocate that the in- 
ventor be permitted to exact monopoly profits for himself and 
his heirs in perpetuity. 

A sliding scale plan should guard against such a cumulation 
of dividend increments that the industry is loaded down and the 
entire plan becomes a handicap rather than a help to price 
reductions. 

3. Periodic revision. One method of avoiding the possible 
dangers of a fixed sliding scale arrangement is to provide for a 
periodic revision as contemplated in the British electric power 
and in the Boston gas sliding scale acts. A periodic revision of 
the sliding scale plan may mean either a complete or a partial 
readjustment of the sliding scale factors. Their readjustment 
may bring the company back to the standard dividend by mak- 
ing the actual price the standard price, or it may leave to the 
company a portion of its accumulated advantage by making only 
a moderate reduction in the standard price. If the revision is 
complete, there will be a serious question as to whether the plan 
will in fact serve as the desired incentive to efficiency. With a 
revision once in ten years, the dividend premium could be en- 
joyed but ten years as a maximum, and the dividend increments 
earned by reductions after the first year would have a rapidly 
decreasing period to run. 

There can be no doubt that provision for revision of the slid- 
ing scale plan, unless carefully guarded, may take away or mini- 
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mize certain of the benefits that are claimed for it. If the plan 
is subject to complete revision at the end of each ten-year period 
the supposed automatic features are largely illusory. The plan 
in fact becomes little more automatic than would be a plan by 
which rates were fixed by public authority every ten years. In 
fact where a state commission has power to regulate rates on 
complaint at any time it probably seldom exercises this right 
as to any particular company more often than once in ten years. 
It is possible that the same irritation and ill feeling as between 
the public and the companies would be aroused by the proceed- 
ings for the periodic revision of the sliding scale as is aroused 
at present by rate regulation proceedings. 

A more important objection to a periodic revision of the slid- 
ing scale arises from the fact that toward the end of the revision 
period the incentive that the sliding scale plan is supposed to 
create may be destroyed. In the years immediately preceding 
the time set for the redetermination of the standard price, the 
tendency may be for the company to attempt to conceal the real 
profits and to keep up operating expenses with a view to secur- 
ing the adoption of a high standard price. Thus the inducement 
to increased efficiency and to voluntary rate reduction, which 
are the real objects of the sliding scale, is eflFectively checked. 
A limited term for a sliding scale plan is thus seen to have some 
of the same undesirable possibilities that arise in connection 
with the short-term franchise. 

In the following plan for a periodic revision it is believed that 
the above objections are largely obviated and that the incentive 
to efficiency that it is the purpose of the sliding scale to create 
is greatly intensified. There may be provision for a revision 
every five or ten years of the standard price, the standard divi- 
dend and the dividend variation. This is substantially the 
British plan for revision of the sliding scale arrangements as 
applied to power companies. In order, however, to preserve and 
intensify the incentive to efficiency, the aim and purpose of such 
revision may be so defined that it will be clear that it will be the 
aim of the commission in making such revision to reward past 
efficiency and furnish an incentive for further efficiency. The 
commission may be directed to take into consideration the price 
charged and the quality of the service rendered and the progress 
achieved in price reduction and service rendered during the pre- 
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ceding five years, both absolutely and relatively as compared 
with other companies, or as compared with what might be ex- 
pected under normally efficient management. The commission 
may be directed to encourage good management inuring to the 
permanent benefit of the consumer by permitting a fair rate of 
return for normally good management, a higher rate of return 
for management better than the ordinary and a lower rate of 
return for management below the ordinary. The theory under- 
lying this plan for the periodic revision of the sliding scale is 
the same as that contained in the " merit rating plan " proposed 
in chapter 14, section 4, as a general system of regulation. 

4. Proposed plan for the automatic revision of the sliding 
scale. Though the above plan for a periodic revision of the slid- 
ing scale seems, upon the whole, most desirable, it may be worth 
while to suggest a plan of revision which is itself automatic and 
which therefore does not disturb the automatic feature of the 
sliding scale plan. The essential feature of this plan is that each 
particular dividend increment granted as a premium for price 
reduction shall be enjoyed for a limited period, say 20 years, 
and then cease automatically. Under this plan the standard 
price is made to follow automatically each change in actual price 
but follow 20 years behind such change. It would be provided, 
for example, that: 

(i) After 20 continuous years of operation under each one cent increase in 
actual price above the standard price, the standard price shall be thereby 
increased by the same amount. 

(2) After 20 years of operation (whether continuous or interrupted) under 
each one cent decrease in actual price below the standard price, the standard 
price shall be thereby decreased by the same amount. 

This plan says, in effect, we will give you a 20-year premium 
for every specific reduction of one cent in the price of gas. 
This is a longer period for the enjoyment of the reward for 
efficiency than the manufacturer under competitive conditions 
could hope to enjoy the fruits of improved processes. It is a 
longer period than the inventor is given under our patent laws 
for the enjoyment of monopoly profits from his invention. The 
fact that a given profit is not perpetual certainly makes it less 
of a prize than if limited. But even 20 years is a long time, and 
shareholders will not wish to throw away an opportunity for 
the enjoyment of increased dividends for this very considerable 
6 
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period. In fact market quotations show quite clearly that in- 
vestors are inclined to overestimate rather than underestimate 
the present value of returns that are of limited duration. They 
do not fully discount the limited nature of a source of profit. 
They are inclined to trust to the probability that the future will 
develop new sources of profit that will in fact serve to keep 
profits up in spite of the limited nature of a portion of the exist- 
ing profit. And past experience in the gas industry tends to 
prove that this hope would be at least partially realized. The 
proposed plan of limited premium if it had been applied to the 
gas industry in Great Britain when the sliding scale was first 
adopted would have served to keep down the total dividend 
premium to a more moderate and a more uniform amount. 

A dividend premium of limited duration also has the advan- 
tage of preventing the authorized dividend from becoming so 
large that the management will feel that it is unwise to make 
any further increase. It is felt that there is a practical, if not a 
legal, maximum dividend. Then, too, when a company is paying 
a dividend several points above the standard rate, there is a 
tendency with some managements to let well enough alone and 
he content with the very comfortable dividend that is being 
earned. The shareholders will not be likely to cause any 
trouble so long as their dividends are not reduced. It is just 
here that the proposed limited premium would prove very ad- 
vantageous. A management would not be able to rest from its 
labors. In order to keep an advance in dividend once gained 
there would have to be further improvement and further reduc- 
tions in price. The company would be somewhat in the posi- 
tion of the manufacturer under the stress of the competitive 
system. Every advantage gained entitling him to profits greater 
than the ordinary is but temporary, and his lead is only main- 
tained by continually making new advances. This proposed 
automatic limitation of the period during which each specific 
increment in dividend shall last, does provide a rather effective 
penalty for inaction and lack of progress. The higher dividend 
rate that is secured under the sliding scale can be retained per- 
manently only by continued progress that will lead to additional 
dividend increments to take the place of those that are auto- 
matically dropping out through lapse of time. The usual sliding 
scale system furnishes the incentive of a higher rate of profit. 
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This incentive is, however, not always effective. It does not in 
itself prevent a management fairly well satisfied with the exist- 
ing rate of profit, from lying back at its ease and ceasing to 
worry about improvements and progress. When, however, a 
gas company thus favorably situated begins to feel the effect of 
the competition of electricity, it awakes from its lethargy. Com- 
petition endangers existing profits, and a management that will 
be little influenced by the possibility of higher profits will be 
thoroughly aroused and stirred to action if its existing profits 
are threatened. If, therefore, we wish, through our method of 
adjusting the sliding scale, to furnish incentives that will be 
effective with all managements, it is, perhaps, just as important 
to threaten inaction and failure to progress with a penalty as it 
is to stimulate action and progress by reward. 
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CHAPTER XI 
RESULTS UNDER THE SLIDING SCALE 

1. Experience of London companies under the sliding scale. 

2. Extension of sliding scale to other companies. 

3. Certain defects in sliding scale as applied in Great Britain. 

4. General opinion in Great Britain favorable to sliding scale. 

5. Conclusions of certain American investigators. 

6. Attempts at a statistical appraisal of results. 

7. Conclusions. 

1. Experience of London companies under the sliding scale. 

The prolonged controversy over the price of gas in the London 
metropolitan district has been largely produced by the difference 
in the price charged by the different companies. The chief com- 
plaint has been with the price charged by the Gas Light and 
Coke Company. The Gas Light and Coke Company is by far 
the largest of the three London companies. The South Metro- 
politan Company, which is the company next in size, has uni- 
formly charged the lowest price. It is the marked contrast be- 
tween the prices that have been charged at various times by 
these two companies that has been responsible for a great deal 
of the dissatisfaction. In 1876 the sliding scale was applied to 
the Gas I-ight and Coke Company and to the South Metropoli- 
tan Company. At that time the price charged by the Gas Light 
and Coke Company was 3s. pd. (91 cents) and the price charged 
by the South Metropolitan Company was 3s. (73 cents). Under 
the operation of the sHding scale, the prices of both companies 
were gradually reduced until in the year 1889 the price charged 
by the Gas Light and Coke Company was 2s. 6d. (60 cents) and 
the price charged by the South Metropolitan Company was 2s. 
3d. (54 cents). Subsequent to 1889 both companies found it 
necessary to increase the price owing mainly to increased cost 
of coal and labor troubles. The Gas Light and Coke Company 
increased its price from 2s. 6d. (60 cents) to 2s. 9d. (66 cents) 
in 1890 and to 3s. id. (75 cents) in 1892. At the beginning of 
1894 the Gas Light and Coke Company was charging 3s. id. 
(75 cents) while the South Metropolitan Company was charging* 

[16-1] 
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2s. Sd. (58 cents). Owing to this contrast in price, a demand 
was made in this year for an official inquiry into the manage- 
ment and working of the gas companies of London; This de- 
mand was voiced by various public meetings, by vestry and dis- 
trict boards and by the London County Council. The agitation, 
however, appears to have quieted for a time owing, presumably, 
to the fact that the Gas Light and Coke Company reduced its 
charge from 3s. id. (75 cents) to 2s. lod. (68 cents) and abol- 
ished meter rents. In 1898, however, the company increased its 
price to 3s. (73 cents) and this revived the agitation. At this 
time the South Metropolitan Company was charging but 2s. 3d. 
(54 cents) and in the following year, 1899, it reduced its charge 
to 2S. 2d. (52 cents). In 1899 the House of Commons appointed 
a select committee to inquire into the powers of charge con- 
ferred by Parliament on the metropolitan gas companies. This 
committee made an extended investigation. The investigation 
was largely concerned with the affairs of the Gas Light and 
Coke Company. The price charged by the Gas Light and Coke 
Company was found to be high not only as compared with the 
price charged by the South Metropolitan Company and the Com- 
mercial Company, but as compared with the charges of most of 
the small suburban companies around London and with the 
prices charged in most of the large cities of England. Witnesses 
appearing before the committee charged that the high price of 
the Gas Light and Coke Company was due to lack of proper 
skill and ability in the management of the affairs of the com- 
pany. This charge was sustained in large measure by the com- 
mittee. The committee states that the incentive to efficient 
management which the sliding scale system was designed to 
produce had failed in the case of the Gas Light and Coke Com- 
pany. The committee says:^ 

The Committee have very fully considered all the evidence submitted to 
them, and, after giving due weight to the reasons offered by the Gas Light 
and Coke Company, in explanation of the higher price charged for their gas, 
they are of opinion that the affairs of the company have not been well man- 
aged. The intention of the sliding scale was to give to the consumers a 
special interest in economical administration, while the control was- left 
exclusively in the hands of the company. Hence there was an implied obliga- 

^ Report from the Select Committee on Metropolitan Gas Companies, 1899, No. 294, 
ppw vili ftnd ix. 
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tson on the part of the company that their affairs should be administered (to 
quote the language of Mr. Cardwell's Committee) " with due care and man- 
agement." Your Committee have arrived at the conclusion that this has not 
been done. Hence, the intention of the Parliamentery bargain, which was in 
effect made, has not been realized by the company, and thus the benefit to the 
consumers which was contemplated when the standard price was fixed nearly 
a quarter of a century ago has not been obtained. 

Your Committee think it probable that in years gone by there has been a 
wasteful expenditure of capital by the Gas Light Company, but this cannot 
now be remedied as far as the money spent is concerned. An important ques- 
tion, howevei-, arises in respect of reducing this capital, inasmuch as a reduc- 
tion of capital would permit of a reduction of rates, and thus enable the 
Company to produce gas, and consequently sell gas, at a less price, and your 
Committee are prepared to make a reconmiendation cm this point. 

The committee, however, did not feel disposed to make a 
recommendation for immediate positive legislation relative to 
the price charged by the Gas Light and Coke Company. Ac- 
cording to precedent, it seems that legislation of this kind is 
never forced upon a company unless the company comes to Par- 
liament asking for new powers. The committee, however, 
recommended that, when any of the metropolitan gas com- 
panies should again come to Parliament for additional capital 
powers, there should be a reduction of the standard price to 
3s. 3d. and also a change in the sliding scale ratio. The com- 
mittee says : ^ 

As indicated in a former paragraph, your Committee have come to the con- 
clusion that the arrangements known as the sliding scale as applied to divi- 
dend and price in conjunction with auction sales of stock have had a bene- 
ficial effect upon the gas undertakings, especially, as far as the consumer is 
concerned, and they have received no evidence to induce them to propose any 
alteration in the system, but evidence has been tendered which leads them to 
think that now the standard price is fixed too high, and as a consequence 
dividends may be paid far above the standard dividend without the full effect 
of the intention of the framers of this system with regard to the exercise of 
*' due care and economy ** being brought into play. 

Your Committee therefore have come to the conclusion that the time has 
come when a reduction in the standard price might fairly be recommended on 
the grounds that the cost of the production of gas is now much less than it 
was when the present standards were fixed, and also because capital can now 
be obtained at a much less rate of interest than formerly. The Committee 
believe that a small reduction of standard price, coupled with a secondary 
sliding scale for increasing or decreasing dividends, would act beneficially 

^ Report from the Select Committee on Metropolitan Gas Companies, 1899, No. 294, 
pp. ix and x. 
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towards securing " due care and economy " in management, and that a system 
can be so devised that, while it would stimulate those companies which had 
not succeeded in bringing their prices to a low level, to greater endeavours to 
that end, it would not interfere with those companies which had already 
attained low prices. 

The recommendations of the select committee of 1899 made 
chiefly with reference to the Gas Light and Coke Company were 
not in any measure carried into effect as regards that company 
until an act was passed in 1903 on the application of the com- 
pany giving the company certain additional powers. By this 
act the standard price was reduced from 3s. gd. (91 cents) to 
3s. 4d. (81 cents) and at the same time the sliding scale ratio 
was increased from one-tenth point to thirteen-hundredths point. 
This ratio was on the converted stock. Prior to conversion the 
increase in ratio on the same basis would have been from one- 
fourth point to one-third point. The act of 1903 also required 
the company to reduce its capital by one million pounds par 
value through a redemption fund to be created out of the divis- 
ible profits. 

Owing to high price of coal, all of the London gas companies 
increased their price in 1900 and 1901. The Gas Light and Coke 
Company increased its price from 3s. (73 cents) to 3s. Sd. (83 
cents). The South Metropolitan Company increased from 
2s. 2d. (52 cents) to 2s. 8d. (64 cents). In 1905 the price 
charged by the Gas Light and Coke Company was 2s. iid. (71 
cents), while the price charged by the South Metropolitan Com- 
pany was but 2s. (48 cents). The difference in price between 
the two companies was, therefore, almost as great as ever. 
Under new management, however, the Gas Light and Coke 
Company has in recent years been steadily reducing the price. 
In 191 1 its price was 2s. 7d. (62 cents), while the price charged 
by the South Metropolitan Company was 2s, 2d, (54 cents). 
January i, 1912, the Gas Light and Coke Company made a fur- 
ther reduction of a penny, so that its price is now 2s. 6d. (60 
cents). The difference between the prices of the two companies 
has, therefore, been considerably reduced, and the prices now 
charged are about the same as the prices charged by these two 
companies in 1889. The larger proportion of the present dif- 
ference in price charged by the Gas Light and Coke Company 
and the South Metropolitan Company may be attributed di- 
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rectly to the lower capital charges of the Metropolitan Com- 
pany. In 1911 it took 7.9d. (15.8 cents) per thousand cubic feet 
of gas sold to pay interest and dividends on capital in the case 
of the South Metropolitan Company and 11.3d. (22.6 cents) in 
the case of the Gas Light and Coke Company. Here is a dif- 
ference of over 3d. per thousand cubic feet of gas sold, and is 
sufficient to account for the major part of the present difference 
in selling price. It is interesting to note that in 191 1 the total 
operating cost less income from residuals was practically the 
same for the two companies, being 20.83d. in the case of the 
South Metropolitan Company and 20.87d. in the case of the Gas 
Light and Coke Company. 

2. Extension of sliding scale to other companies. Since 1876 
the number of sliding scale companies has increased quite 
rapidly. The system, however, was not forced on any company. 
It has usually been applied on the company's initiative. Some- 
times, however, its application has been suggested by local 
authorities who were not quite satisfied with the previous record 
of the company. In the case of existing companies the question 
of its application has only come up when the company has been 
before Parliament asking for additional powers of some kind. 
In 1881 out of 325 companies reporting 51 were sliding scale 
companies. Out of the 511 gas companies making returns to 
Parliament for the year 1910 a few less than one-half were slid- 
ing scale companies and the remainder were maximum dividend 
companies. 

3. Certain defects in sliding scale as applied in Great Britain. 

The standard dividend in Great Britain has been fixed too high 
to secure the best results. The former maximum dividend of 
ten per cent, has been made the standard dividend. It would 
be better to fix as the standard dividend what might be deemed 
a fair average dividend — not the maximum allowable and not 
the minimum. In Boston the standard dividend is fixed at seven 
per cent. When a company has a well-developed business and 
is earning a moderate dividend of about seven per cent., it seems 
peculiarly appropriate that there should be this reciprocal rela- 
tion between price and dividend. On the one hand, with a view 
to the further development of the business and its future per- 
manence, it is desirable that a large share of all economies 
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should go to further reduce the price, and, on the other hand, as 
a special inducement for continued efficiency, it is expedient that 
a part of such economies should go to increase the present 
moderate dividend. Starting with a standard dividend of six 
per cent, or seven per cent., the sliding scale has a much better 
chance for a long period of mutually advantageous results. 

The standard price has often been fixed too high to secure the 
best results. This is discussed more fully in chapter 8, section 2. 

The experience of Great Britain in applying the sliding scale 
both to gas and electric companies indicates that the sliding 
scale method is not well adapted to new companies. It often 
takes some years to put an enterprise on a paying basis. During 
this development period the company must ordinarily follow a 
policy of price reduction and low dividends. A standard price 
that would seem not unreasonable for this company at the start 
soon becomes very much higher than the actual price, and still 
it is not possible for the company to pay even the standard rate 
of dividend. This is at present the situation of the electric power 
companies and of various gas companies. The initial price fixed 
may enable the companies eventually to reap very high profits, 
but it fails now and will fail even more in the future to furnish 
that direct incentive to efficiency and price reduction that is the 
real function of the sliding scale. The rapid reductions in price 
in a new and developing enterprise make it impracticable to 
actually apply the reciprocal relation between price and dividend 
which is the essence of the sliding scale. Only when the busi- 
ness is thoroughly established and the shareholders are receiving 
a fair average return on their investment is it possible to hit 
upon a standard price, a standard dividend and a sliding scale 
ratio that will probably work for a good many years without 
becoming inoperative or clearly unreasonable. Recognizing this 
difficulty of applying the sliding scale to a new company, the 
Board of Trade now follows the plan of piftting a new company 
under a maximum dividend plan but reserving the right after 
three years to substitute the sliding scale plan (see chapter 8, 
section 2). 
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4. General opinion in Great Britain favorable to sliding scale. 
In general, evidence and opinion in Great Britain have been 
favorable to the sliding scale. The select committee on metro- 
politan gas companies, 1899, found that, although the plan had 
not vsrorked with the hoped-for results in the case of the Gas 
Light and Coke Company, its results had generally been favor- 
able. The committee made certain suggestions for a periodical 
revision of the standard price and for a slight change in the slid- 
ing scale ratio, but they did not deem it necessary to recommend 
any alteration in the general system. The committee says :^ 

This arrangement has, on the whole, had an excellent effect upon the com- 
panies, and has given them a strong motive to keep down the price of gas, 
and has also operated to the advantage of the consumers, while, on the other 
hand, the companies have reaped an enormous advantage by being able to 
divide large sums over and above the ten per cent, dividend to which they 
were formerly limited. 

Since the introduction of the sliding scale the prices charged for gas have 
at no period been as high as the standard price permitted to each company, 
and in every case have fallen considerably below the prices charged before 
the introduction of the sliding scale. In saying this we do not wish it to be 
inferred that the whole of the reductions which have taken place in the price 
of gas since 1876 are to be attributed to the operation of the sliding scale, 
because, as will appear from remarks made later on in our report, other 
causes have operated to decrease the cost of manufacturing gas. 

The auction clauses which compel the companies to sell their stock and 
their loans to the highest bidders have had the eflFect of enabling the com- 
panies to obtain their capital at a much less rate than if the stock had been 
offered to each shareholder at par, which was the usual custom before 1876, 
and thus the charge for interest on capital has been largely reduced. Expert 
evidence upon this matter seems to be entirely in its favor. 

Your Committee have no hesitation in coming to the conclusion that the 
principle of the sliding scale coupled with the auction clauses is an excellent 
one, and should be maintained; they will, however, have some remarks to 
make and suggestions to offer later on upon the figures of the present scale. 

The fact that a number of the important maximum dividend 
companies have not as yet changed to the sliding scale system is 
probably due to inertia rather than to a preference for the maxi- 
mum dividend system. Certain of these companies, if they 
should now come to Parliament asking for additional capital 
powers, would doubtless ask to be placed under the sliding scale 
system. Certain of these companies, however, adhere to the max- 

^ Report from the Select Committee on Metropolitan Gas Companies, 1899, No. 294, 
p. It. 
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imum scale system through preference. They are paying their 
maximum dividend and have had a good record of price reduc- 
tion, but the temptation of higher dividends has not proved 
strong enough to induce them to abandon the maximum dividend 
method. They prefer a fixed and practically uniform dividend 
to the possibility of a higher but fluctuating dividend. 

There are a few gas men who feel that, under the sliding scale, 
there is a tendency to starve maintenance in order to reduce the 
price and thereby secure a larger dividend. This leads to im- 
pairment of capital and ultimately to higher prices. This may 
have been true in a few instances, but in general the very low 
and declining investment per 1,000 cu. ft. of gas produced in 
both sliding scale and maximum dividend companies points to a 
making of improvements out of earnings rather than to a charg- 
ing of replacements to capital account. 

The sliding scale plan has undoubtedly had the effect of secur- 
ing more harmonious relations between the company and the 
public. The consumers feel that, inasmuch as the company has 
a direct financial interest in reducing the price, it will in fact do 
the best that it can. If a particular consumer is disposed to com- 
plain of the price the management may well say to him : " We 
are just as anxious as you to see the price go down ; the lower 
the price the more we can pay out in dividends; as soon as a 
reduction can safely be made you may be very sure that we shall 
be quick to take advantage of it.** Even the trying ordeal of an 
increase in price may, under the sliding scale, be put through 
with comparatively little friction. If the consumer is disposed 
to complain, he is at least partially silenced by the assertion of 
the management that " it hurts us just as much as it does you." 
The consumer cannot feel that the increase is simply for the pur- 
pose of increasing the present dividends of the company. It is 
clear that the shareholders are hit as well as the consumer. All 
this makes for harmonious relations. 

5. Conclusions of certain American investigators. Nathan 
Matthews in his report to the Boston Consolidated Gas Com- 
pany on the London sliding scale, states his conclusions as 
follows :^ 

> — . 

^Nathan Matthews, Public Regulation of Gas Companies in Great Britain and Ireland 
with special Reference to the Sliding Scale, 1905, pp. 102-103. 
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So far as it is competent for a stranger to form an opinion it would seem 
that the fact that gas is sold in England for prices very much less than any- 
where else in the world, the fact that for the past thirty years, notwithstand- 
ing the large dividends of from lo to 15 per cent., the relations between the 
companies and the public have, with one conspicuous exception, been entirely 
harmonious and satisfactory, the statistical comparisons available, the general 
trend of professional opinion in England, and the great inducement which the 
system holds out to invested capital to introduce new and progressive 
methods of manufacture, use and sale — it would seem to the writer that 
these facts can lead to but one conclusion; namely, that the chief though by 
no means the only cause of the wonderfully prosperous condition of the 
English gas industry at the present time, and of the extraordinarily low 
prices enjoyed by the consumer, has been the standard sliding scale, operat- 
ing either directly upon the companies which have adopted it, or indirectly 
upon the companies which have not, but which have felt obliged to meet the 
methods introduced and the results achieved by those which have. 

In 1905 the Massachusetts legislature authorized the appoint- 
ment of a special committee to investigate the London sliding 
scale with special reference to the expediency of applying that 
system to the gas-light companies in the cities of Boston and 
Brookline. The committee consisted of the three members of 
the Board of Gas and Electric Light Commissioners and two 
members appointed by the governor. Forrest E. Barker, chair- 
man of the Board of Gas and Electric Light Commissioners, 
served as chairman of the special committee. The committee 
submitted majority and minority reports — the majority report 
signed by the three members of the Board of Gas and Electric 
Light Commissioners and the minority report signed by James 
E. Cotter and Charles P. Hall, the two members appointed by 
the governor. The minority report strongly favors the adoption 
of the sliding scale. It states that a comparison of results under 
the sliding scale system and the maximum dividend system shows 
conclusively that the sliding scale companies on an average sell 
gas at a lower price than do the maximum dividend companies 
and pay larger dividends to their stockholders. The report says 
(at page 71) : 

The advantages, both to the public and to the stockholders, of the sliding 
scale system for regulating the price of gas and the rate of dividends have 
been conclusively established in England. The system has stood the supreme 
test of an experience continued upon an extensive scale during a period of 
thirty years. The conditions under which it was so tested were necessarily 
widely divergent; for the sliding scale has been applied to over two hundred 
companies, differing from one another in capitalization and managerial skill, 
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and operating in communities which varied greatly in character, location and 
population. It has proven that the conditions of success for the sliding scale 
system are not local or peculiar in character. Its success results from the 
nature of the gas business and that of man, — from human nature. 

On the contrary, the tenor of the majority report signed by 
the three commission members is against the advisability of 
applying the sliding scale in Massachusetts. The report pre- 
sents certain statistical comparisons of sliding scale and maxi- 
mum dividend companies from which it does not attempt to 
draw conclusions as to the merits of the two systems. The re- 
port points out, however, that Massachusetts has long had a 
very different system of regulation from either the maximum 
dividend system or the sliding scale system, and that, owing to 
such regulation or other factors, prices have been greatly re- 
duced in the state. The tenor of the report is to question the 
wisdom of discarding the existing system of regulation for one 
based on a definite contract between the public and the com- 
pany. The sliding scale substitutes for a somewhat indefinite 
power of reasonable control a regime under which subsequent 
relations are fixed many years in advance by contract. The 
report says (at pages 44, 45, 46) : 

In other words, the strong inducement for any company to accept the pro- 
visions of the sliding scale is the opportunity it would get for paying a larger 
dividend than might otherwise be declared. Such a scheme will clearly have 
its greatest value as a stimulant to increased care and skill in management, 
and incidentally to making a lower price only where the contract is a per- 
manent arrangement, giving assurance to the company that it may continue 
to receive the reward of its activity. If it is understood in advance that at 
the end of a fixed term there is to be a readjustment of the contract with a 
probable withdrawal of the benefits realized by the company, such value as 
the arrangement has may be much reduced. Its value may well be expected 
to vary according to the length of the term. 

The sliding scale relies for its success upon the desire of the company to 
pay the highest possible dividend. Apply it to a company which for any rea- 
son has a settled policy to pay no more than a certain dividend which it may 
be already eafrning, and it is of no value whatever. Such company will find 
its stimulus in the assurance that it can continue in its monopoly only so long 
as it reasonably serves the public. 

It may be assumed as to the companies here that a standard price cannot 
be fixed against the will of a company, unless with a clear provision for a 
reasonable dividend in harmony with the decisions of our court of last resort. 
It is reasonable to expect that such price will later be reduced, and, in any 
company which desires to avail itself of all the privileges which the sliding 
scale arrangement permits, that the dividend will be increased. This has 
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been the English experience and was anticipated by the proponents of the 
policy. 

It has also been the experience in the English companies, where they sought 
to avail themselves of all the benefits of the sliding scale, that the price has 
fluctuated, being materially affected by the changes in the cost of materials 
and labor or by other causes not readily foreseen. This has been notably 
illustrated in the principal London company in the period from 1888 to 1898. 

It is important, also, to consider in applying the sliding scale to any com- 
pany whether the price may not have already reached a point where further 
reductions may be dependent upon the increase of consumption in a greater 
ratio than the increase of capital; in other words, whether such economy in 
the company's operations may not have been attained that a reduction in 
price may be chiefly possible through a reduction in the capital charge, the 
amount of which will depend in part upon the activity of the management 
and in part upon the general increase of population and an improvement in 
its financial condition. 

Certain causes, as the figures show, have operated powerfully to reduce the 
prices of companies in this State. That they are still operative may be con- 
fidently asserted. How long they may continue it is, of course, impossible to 
say. In many of the companies prices have reached a point where the same 
rate reduction in the future as in the past cannot be expected. That with 
changing conditions and increased business further reducticm may be made 
we have no reason to doubt. 

From the foregoing resume of conditions and experience in England and 
in this State it is obvious that to adopt the sliding scale here certain funda- 
mental principles, on which the present laws and policy of the Commonwealth 
rest, must be abandoned. 

6. Attempts at a statistical appraisal of results. Nathan 
Matthews in his Public Regulation of Gas Companies in Great 
Britain and Ireland, 1905, makes certain statistical comparisons 
of sliding scale and maximum dividend companies from which 
he concludes that the sliding scale system has been the more 
effective in reducing prices. Owing, doubtless, to some error in 
transcribing or printing, the comparisons which Mr. Matthews 
presents are as they stand manifestly inaccurate, though it seems 
probable that the error, whatever it is, is a uniform one, and 
does not destroy the real result of the comparison. However, 
Mr. Matthews quotes in a foot-note certain statistics compiled 
by Messrs. Stevenson & Burstal, consulting engineers, London, 
that probably show the same general results as his own com- 
parison, for he says : 

The fuller statistics compiled by Messrs, Stevenson and Burstal . . 
show that the sliding scale companies outside London charge 4.126. per M 
less than the maximum price companies; and that of the companies selling 
in 1903 more than 100,000,000 feet of gas, the average reduction in price per 



Digitized by VjOOQ IC 



Results Under Sliding Scale 175 

company between 1880 and 1903 was 3.38d. more for the companies which 
were under the sliding scale during the whole of this period of twenty-three 
years than for the companies which adhered to the maximum price system. 

This comparison of all sliding scale companies with all maxi- 
mum dividend companies is not altogether fair as there are more 
of the smaller and less favorably situated plants among the 
maximum dividend than among the sliding scale companies. 
The Board of Trade has adopted the practice of applying the 
maximum dividend method to new companies with the reserved 
right to substitute the sliding scale after three years. But, until 
a company is able to earn the usual ten per cent, dividend 
allowed, there is no reason for the application of a sliding scale. 
Until the company is able to earn the standard dividend the slid- 
ing scale is entirely inoperative. Naturally, therefore, a large 
proportion of the small and poorly located plants have been left 
under the maximum dividend plan. 

The report of the Massachusetts Special Committee on the 
London Sliding Scale, 1906, submits certain statistical compari- 
sons of the operation of the sliding scale and maximum dividend 
systems, but, " in view of the widely varying conditions of the 
companies," does not attempt to draw conclusions therefrom. 
The following is from their report (at pages 30-31) : 

If we are to compare the prices of the companies working under the maxi- 
mum price and maximum dividend in 1903 (the date of the last available 
parliamentary returns) with those working under the standard price and 
sliding scale in the same year, we find the average price of gas per company 
for the former class 3s. lo.opd. (93.18 cents) ; in the latter class 3s. 5.8id. 
(84.52 cents), or 3s. 5.97d. (84.94 cents), if we omit the three London com- 
panies included in the latter class. If we confine our computations to the 
companies in each class selling one hundred million feet or more, we find in 
the former class an average price per company of 2s. 8.8d. (66.6) ; in the 
latter class, not including the London companies, 2s. lo.sd, (70 cents). Of 
the maximum price companies 43 were selling in 1903 at a lower price than 
the Gas Light and Coke Company, 11 below the Commercial and 9 at less 
than the South Metropolitan. If we compare the progress between 1880 and 
1903 of all the companies (48) under the maximum dividend system with all 
the companies (17) which had the sliding scale for that period, we find that 
the average reduction per company in the former class was 7.77d. (15.54 
cents) and in the latter class ii.i8d. (22.36 cents). All these figures are of 
interest, although, in view of the widely varying conditions of the companies, 
no conclusions have been drawn from them. 

It is admittedly difficult to exhibit with any clearness how much of the 
reductions made by the companies under the sliding scale have been due to 
that and how much to the various other causes whose influence has been felt 
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upon the companies. The general downward trend of the cost of materials, 
the very great increase in the volume of business, the competition of electric 
light, the effect of public criticism, stimulated and made effective by the 
increased publicity given to the accounts of the companies, and the compul- 
sory sale of new stock by auction, effecting substantial reductions in the capi- 
tal charge, have all been largely influential in reducing prices. It may be 
doubted whether any of these have equalled in effectiveness the compulsory 
sale of stock by auction. 

In order to compare results under the maximum dividend 
system and the sliding scale system, I have taken, first, all the 
companies that sell gas at 2s. (48 cents) or under, and, second, 
all the companies outside of the metropolitan district selling 
more than one billion cubic feet of gas. The companies selling 
at the lowest rate (2s. or under) are as follows : 

Bath Gas Light and Coke Company. 

Gloucester Gas Light Co. 

Sunderland Gas Co. 

Hull Station (British Gas Light Co.), 

Bristol Gas Co. 

Sheffield United Gas Co. 

Luton Gas Co. 

Coatbridge Gas Co. 

Wandsworth & Putney Gas Light and Coke Co. 

Plymouth & Stonehouse Gas Light and Coke Co. 

Of these ten companies selling gas at the lowest rates, six are 
maximum dividend companies and four are sliding scale com- 
panies. The average price charged by the four sliding scale 
companies is 44 cents, and the average price charged by the six 
maximum dividend companies is 44 1-3 cents. The lowest price 
(32 cents) is charged by the Sheffield United Gas Company, a 
maximum dividend company. Of the ten companies the two 
showing the greatest decline in price since 1881 are the Wands- 
worth & Putney Gas Light and Coke Company and the Coat- 
bridge Gas Company. The Wandsv^orth & Putney Gas Light 
and Coke Company is a sliding scale company, and its price was 
reduced from 85 cents in 1881 to 44 cents in 1910, a reduction of 
41 cents. The price of the Coatbridge Gas Company was re- 
duced from $1.01 in 1882 to 44 cents in 1910, a reduction of 57 
cents. Forty-rone cents of this total reduction was made be- 
tween 1882 and 1898 while the company was under the maxi- 
mum dividend plan, and 16 cents of the reduction was made 
between 1898 and 1910 while the company wa3 under the sliding 
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scale plan. The Luton Gas Company came under the sliding 
scale in 1890. Its price was reduced 11 cents under the maxi- 
mum dividend system from 1881 to 1890 and 18 cents under the 
sliding scale system from 1890 to 1910. The price in 1910 was 

48 cents. 

In 1910 there were ten companies selling more than one bil- 
lion cubic feet of gas and located outside of the metropolitan 
district. The London and suburban gas companies are all slid- 
ing scale companies and are not included as their exclusion 
makes a more even division for a comparison of the two systems. 
The ten largest companies outside of London and its suburban 
district are as follows : 

Hull Station (British Gas Light Co.). 
Bristol Gas Co. 
Sheffield United Gas Co. 
Liverpool United Gas Light Co. 
Cardiff Gas Light and Coke Co. 
Alliance & Dublin Consumers Gas Co. 
Brighton & Hove General Gas Co. 
Newcastle-upon-Tyne & Gateshead Gas Co. 
Plymouth & Stonehouse Gas Light and Coke Co. 
Portsea Island Gas Light Co. 

Of these ten companies five are maximum dividend com- 
panies and five are sliding scale companies. The average price 
charged by the five maximum dividend companies in 1910 was 

49 cents and the average price charged by the five sliding scale 
companies in the same year was 60 cents. Of these ten largest 
companies four also appear in the above list of the ten com- 
panies selling gas at 48 cents or under. In the two lists, there- 
fore, there are 16 separate companies. Of these eight are maxi- 
mum dividend companies and eight are now sliding scale com- 
panies. Two of these companies, as noted above, have changed 
to the sliding scale during the period under comparison. Table 
II gives the price charged by each of these companies from 1881 
to 1910 and also the reduction in price between those dates. 
Taking the average reduction per company for companies under 
the sliding scale and under the maximum dividend system, and 
allowing for the two companies that changed from the maximum 
dividend to the sliding scale plan during the period, there is an 
average reduction per company of practically 21 cents for the 
companies under the maximum dividend system and of the same 
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amount for the companies under the sliding scale system. In 
general the above comparisons are slightly more favorable to the 
maximum dividend system than to the sliding scale system. 
Other comparisons that have been quoted above are, on the 
other hand, more favorable to the sliding scale system. 

7. Conclusions. The results of the above statistical com- 
parison are inconclusive. The statistics do not show that dis- 
tinct superiority of the sliding scale system that its general 
approval and a priori reasoning would lead one to expect. This 
may be partially due to the following reasons : There is a large 
class of investors in England that prefer a fixed and certain 
income to a fluctuating income even though with the fluctuating 
income there is a probability of larger returns. Table III shows 
for the companies included the frequent fluctuation in the divi- 
dend rate of the sliding scale companies and the practical uni- 
formity of the dividend in the case of the maximum dividend 
companies. The Board of Trade returns show that there are a 
considerable number of sliding scale companies that really limit 
themselves to what is practically a uniform dividend. Of course, 
if companies generally prefer a uniform dividend, the incentive 
that the sliding scale is planned to create will be entirely inef- 
fective. Moreover, the need for the sliding scale incentive has 
been partially obviated by the fact that in England there has 
been a general competition and rivalry between company man- 
agements to secure good working results and to reduce the price 
of gas. This rivalry exists regardless of whether the company 
is a sliding scale company or a maximum dividend company. It 
has been intensified, doubtless, by the large number of gas com- 
panies owned and operated by the municipalities and the natural 
desire to secure a good showing as compared with the municipal 
undertakings. This rivalry has also been strengthened and 
made much more effective by the publication of the convenient 
comparative tabulations of accounts and results to which refer- 
ence has been made in chapter five, section four. In recent 
years, moreover, the active competition between gas and elec- 
tricity has been sufficient in a great many cases to render the 
supplying of any additional incentive to efficiency and price 
reduction absolutely unnecessary. This competition affects 
maximum dividend companies and sliding scale companies alike. 
It is doubtless true that the effect of this competition, actual or 
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threatened, would have led many sliding scale companies to 
make the reductions in price that they have made in recent 
years regardless of whether or not the reduction would entitle 
them to an additional dividend. 

In considering the experience of Great Britain under the slid- 
ing scale, it is important to bear in mind that the comparison is 
always between a maximum dividend system and a sliding scale 
of rates and dividends. The gas industry has been subject 
throughout its history to these two methods of control: (i) The 
maximum dividend system and (2) the sliding scale system. 
Experience under these systems throws no light on the merits 
of a system of occasional rate regulation by a commission em- 
powered to fix rates so as to secure a " fair return " on the " fair 
value " of the property of the company. To be sure the courts 
in Great Britain have had the power under the maximum divi- 
dend laws to reduce rates if they found that the company was 
making moie than enough to pay its maximum dividend and to 
create the reserves allowed and London had a brief experience 
with revision commissioners with similar powers during the 
period 1871 to 1874. The failure of the revision commissioners 
to secure any measure of justice to the consumer is shown above 
(chapter seven, section eight) but such failure throws compara- 
tively little light on the question as to whether rate regulation 
by commission as understood in America is or is not a more 
effective method of control than either the sliding scale or the 
maximum dividend methods. As between the maximum divi- 
dend system and the sliding scale system, a priori reasoning and 
the weight of testimony and opinion point to the general superi- 
ority of the latter system. Statistical comparisons are incon- 
clusive. It seems clear, however, that the introduction of the 
sliding scale system has had a very strong influence in bringing 
about the harmonious relations that in general exist between the 
companies and their consumers. It seems clear, also, that as 
regards certain companies and under certain conditions the pos- 
sibility of an increased dividend oflFered by the sliding scale has 
been effective in inducing directors to "take the plunge" of a 
voluntary reduction in rates of charge. With all its defects in 
application, the general effect has been good. How it compares 
with the American system of rate regulation and whether still 
another system may not have advantages over either of these 
will be briefly considered in chapter XIV, 
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NOTES ACCOMPANYING TABLES XI, III AND IV 

1. Bath Gas Light and Coke Company. Organized by act of 1818. In 1881 the maxi- 
mum dividend was eight per cent., the maximum price 3s. 9d. and the candle power 14. 
By an act of 1901 the capital was converted and the maximum dividend fixed at five per 
cent. By an act of 1910, Metropolitan Argand burner No. 2 was authorized to test 
candle power. 

2. Gloucester Gas Light Company. Created by act of 1820. In 1881 the maximum 
dividend was ten per cent., the maximum price 5s. and the candle power 15. By an act 
of 1898 the capital was converted and the maximum dividend fixed at five per cent. 

3. Sunderland Gas Company. Created by act of 1857. In 1881 the maximum divi- 
dend was ten per cent., the maximum price 4s. and the candle power 12. 

4. Hull Station (British Gas Light Company). Created by act of 1858. In 1881 the 
maximum dividend was ten per cent., the maximum price 5s. and the candle power 14. 
An act of 1901 increased the candle power to 15. 

5. Bristol Gas Company. Created* by act of 1853. In 1881 the maximum dividend 
was ten per cent., the maximum price 4s. 6d. and the candle power 13^. By an act of 
1891 the capital was converted and the maximum dividend fixed at five per cent. By the 
same act the candle power was increased to 14J4. By an act of 1910 Metropolitan 
Argand burner No. 2 was authorized to test candle power. 

6. Sheffield United Gas Light Company. Created by act of 1855. In 1881 the maxi- 
mum dividend was ten per cent., the maximum price 4s. and the candle power IS. An act 
of 1893 increased the candle power to 16J4. An act of 1910 fixed the candle power at 15 
as tested by Metropolitan Argand burner No. 2. 

7. Liverpool United Gas Light Company. Created by act of 1848. In 1881 the maxi- 
mum dividend was ten per cent., the maximum price 4s. 6d. and the candle power 20. 

8. Cardiff Gas Light and Coke Company. Created by act of 1837. In 1881 the maxi- 
mum dividend was ten per cent., the maximum price 4s. and the candle power 14. An 
act of 1887 fixed the maximum price at 3s. 6d. and the candle power at 16. By an act 
of 1906 the capital was converted and the maximum dividend fixed at five per cent. At 
the same time the maximum price was fixed at 3s. and the candle power at 14. 

9. Luton Gas Company. Created by act of 1858. In 1881 the maximum dividend was 
ten per cent., the maximum price 6s. and the candle power 12. By an act of 1890 the 
sliding scale system was applied with standard dividend of ten per cent., a standard 
price of 4s. and a candle power of 16. 

10. Coatbridge Gas Company. Created by act of 1877. In 1882 the maximum divi- 
dend was ten per cent., the maximum price 6s. and the candle power 20. The sliding 
scale was applied by an act of 1898 fixing a standard price of 2s. 6d. and a standard divi- 
dend of ten per cent. By an act of 1909 the candle power was reduced to 15. 

11. Alliance & Dublin Consumers Gas Company. Created by act of 1866. In 1882 
the maximum dividend was ten per cent., the maximum price 5s. and the candle power 
16. By an act of 1883 the sliding scale was applied with a standard dividend of ten per 
cent, and a standard price of 4s. Id. By an act of 1909 the capital was converted and 
the standard dividend fixed at five per cent. At the same time the standard price was 
fixed at 3s. 7d. and the candle power at 14. By an act of 1909 Metropolitan Argand 
burner No. 2 was authorized to test candle power. 

12. Brighton & Hove General Gas Company. Created by act of 1839. The sliding 
scale was applied by an act of 1881. The standard dividend was fixed at ten per cent., 
the standard price at 3s. 3d. and the candle power at 14. An act of 1893 increased the 
candle power to 15. By an act of 1910 Metropolitan Argand burner No. 2 was authorized 
to test candle power. 

13. Newcastle-upon-Tyne & Gateshead Gas Company. Created by act of 1864. Slid- 
ing scale applied by act of 1879. The standard dividend was fixed at seven per cent, 
the standard price at 2s. 9d. and the candle power at 15 H. In 1901 the capital was con- 
verted and the standard dividend reduced to 3J4 per cent. 

14. Plymouth & Stonehouse Light and Coke Company. Created by act of 1855. Slid- 
ing scale applied by act of 1879. The standard dividend was fixed at ten per cent., the 
standard price at 2s. 6d. and the candle power at 14. By an act of 1894 the capital was 
converted and the standard dividend reduced to five per cent. At the same time the 
candle power was increased to 15. By an act of 1903 the candle power was again 
reduced to 14. By an act of 1910 Metropolitan Argand burner No. 2 was authorized to 
test candle power. 

15. Portsea Island Gas Light Company. Created by act of 1821. Sliding scale ap- 
plied by act of 1882. The standard dividend was fixed at ten per cent., the standard 
price at 3s. 4d. and the candle power at 14. 

16. Wandsworth & Putney Gas Light and Coke Company. Created by act of 1856; 
Sliding scale applied by act of 1880. The standard dividend was fixed at ten per cent., 
the standard price at 4s. and the candle power at 14. By an act of 1900 the capital was 
converted and the standard dividend fixed at five per cent. 



Digitized by VjOOQ IC 



CHAPTER XII 
THE BOSTON SLIDING SCaLE PLAN 

1. Consolidation of Boston gas companies. 

2. Investigation of sliding scale plan. 

3. Proposal for application of plan to Boston. 

4. Boston sliding scale act. 

5. Revision of standard price. 

6. Sliding scale ratio. 

7. Reserve fund. 

8. Surplus profits. 

9. Proceeds of sale of real estate. 

10. Issue of additional capital. 

11. Audit of accounts. 

12. Inter-company relations. 

13. Conclusion. 

1. Consolidation of Boston gas companies. The Boston 
Consolidated Gas Company is a consolidation of the following 
eight companies: 

Boston Gas Light Co. Dorchester Gas Light Co. 

Brookline Gas Light Co, Jamaica Plain Gas Light Co. 

Roxbury Gas Light Co. Bay State Gas Co. 

South Boston Gas Light Co. Massachusetts Pipe Line Co. 

The consolidation was finally effected June 15, 1905, as author- 
ized by acts of 1903, chapter 417, approved June 10, 1903, as 
amended by acts of 1905, chapter 421. The consolidation was 
brought about through the instrumentality of the Massachusetts 
Gas Companies, a voluntary association or trust formed in 1902 
to take over the interests of the New England Gas & Coke 
Company. The New England Gas & Coke Company had pre- 
viously acquired all the stocks of the Massachusetts Pipe Line 
Company, the Brookline Gas Light Company, the Dorchester 
Gas Light Company and the Jamaica Plain Gas Light Company. 
Early in 1903, the Massachusetts Gas Company also acquired 
the stock of the Bay State, Boston, Roxbury, and South Boston 
companies. At that time, therefore, it had control of all the 
companies supplying gas in Boston excepting the Charlestown 
and East Boston companies. The act of 1903 authorized the 
consolidation of the Boston gas companies, excepting the 
Charlestown and East Boston companies, under the name of the 
Boston Consolidated Gas Company. 

[186] 
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The act of 1903 provided for a capitalization of the new com- 
pany in such amount as should be approved by the board of gas 
and electric light commissioners as being equal at par to the 
fair value of the plants and property of the several corporations 
consolidated, but " without enhancement on account of the value 
of franchises or earning capacity, or on account of exclusive 
privileges derived from rights in the public streets, or of good 
will." 

Late in 1904 the mayor of Boston applied to the board of gas 
and electric light commissioners for a reduction in the price of 
gas contemporaneously with the fixing of the capital of the con- 
solidated company. Before hearings on this matter were con- 
cluded the contest was transferred to the legislature of 1905. As 
a result, the act of 1905, chapter 421, was passed, amending the 
act of 1903. The act of 1905, instead of authorizing a capitaliza- 
tion equal to the present fair value of the property, fixed the 
capitalization at $15,124,600. This was an amount equal to the 
aggregate of the par value .of the existing shares, bonds and cer- 
tificates of indebtedness of the consolidated companies. It was 
admittedly much less than the then cost of reproduction. 

The act of 1905, chapter 421, also provided that the company 
should file its acceptance of the act and should agree to reduce 
the maximum price of gas from $1 to 90 cents per M within one 
year from the date of the consolidation. The company accepted 
the act and consolidation was actually effected June 15, 1905. 
Without waiting for the year of grace to elapse, the company 
reduced its price to 95 cents July i, 1905, and to 90 cents 
January i, 1906. 

2. Investigation of sliding scale plan. While the act in rela- 
tion to consolidation was before the legislature of 1905, the 
English sliding scale system was brought to the attention of the 
committee on public lighting to which various bills affecting the 
Boston gas companies had been referred. The committee recom- 
mended certain changes in the act of 1903 for the consolidation 
of the Boston gas companies, and also recommended the appoint- 
ment of a committee to consider the sliding scale, with special 
reference to its application to gas companies in the city of Boston 
and the town of Brookline. A resolve authorizing the appoint- 
ment of such a committee was passed and approved May 25, 
1905. It was provided that the committee should consist of two 
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persons appointed by the governor together with the three mem- 
bers of the board of gas and electric light commissioners, and 
that the chairman of this board should act as chairman of the 
committee. 

The conclusions of this committee are referred to in consider- 
able detail in chapter ii, section 5. The tenor of the majority 
report signed by the three commission members of the commit- 
tee was unfavorable to the application of the sliding scale to 
Massachusetts companies. The minority report signed by the 
two other members strongly favored the sliding scale system and 
recommended its application to the Boston Consolidated Gas 
Company. This report was submitted in February, 1906. In 
November, 1905, an unofficial report prepared for the Boston 
Consolidated Gas Company, and entitled " The Public Regula- 
tion of Gas Companies in Great Britain and Ireland with Special 
Reference to the Sliding Scale," had been prepared by Nathan 
Matthews. These two documents give very complete informa- 
tion in relation to the history and operation of the London slid- 
ing scale, and contains, also, an outline of the history of the 
Boston gas situation. 

3. Proposal for application of plan to Boston. The minority 
report of the special committee appointed to consider the Lon- 
don sliding scale outlined a plan for the application of the slid- 
ing scale plan to the Boston Consolidated Gas Company which 
formed the basis of the act of 1906, chapter 422. The following 
is from the minority report : 

We are of opinion, if the sliding scale is to be applied to the Boston Con- 
solidated Gas Company: 

a. That the standard price shall be fixed at 90 cents, i. c., the present price. 

b. That the standard dividend shall be fixed at seven per cent, per annum. 

c. That for every five cents' reduction in price, the rate of dividend may 
be increased one per cent. 

Seven per cent, is about the equivalent of the aggregate net earnings from 
operation of the constituent companies prior to consolidation. It is also 
about the aggregate of the interest and dividend payments of these companies 
prior to consolidation. The rate of seven per cent, may seem low to the com- 
pany for the standard dividend inasmuch as it has paid a dividend at the rate 
of eight per cent, for the first six months since consolidation. On the other 
hand, the rate of seven per cent, may seem to some of the public too high to 
establish as a standard dividend, particularly as the fund required for divi- 
dends at that rate (to wit, $1,058,722 on the $15,124,600) amounts, if figured 
on the sales of gas for the past year ending June 30, 1905, to about 35 cents 
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for every thousand feet sold. This is a larger dividend payment per 1,000 
feet than was made last year by any company in Massachusetts with two 
exceptions. It is about 75 per cent, more per 1,000 feet than was paid in 
dividends by the Cambridge, Fall River, Gloucester and Worcester com- 
panies. It is twice that paid by the Lowell company. 

This payment by the consolidated gas company on account of capital 
invested in plant seems particularly high in view of the fact that, unlike most 
of the gas companies in Massachusetts, the Boston consolidated company 
does not own the plant in which a larger part of its gas is manufactured, the 
constituent companies having purchased from the New England Gas and 
Coke Company, during the year ending June 30, 1905, in the aggregate 49 
per cent, of all gas sold by them. 

But this ratio of dividend payment to sales is already decreasing by reason 
of the increase in sales since consolidation, and a continued and rapid growth 
of the sales under proper incentives and efficient management may be con- 
fidently expected. 

It should be also noted that the large capital invested is due to past condi- 
tions^ the responsibility for which the community may properly be called upon 
to share with the company. 

Furthermore, it should be borne in mind that a reduction of the price 
already made from $1 per 1,000 feet to 90 cents, based on last year's sales, has 
already given to consumers a saving of $300,000, the equivalent of a two per 
cent, dividend on the stock of the consolidated company, and as the sales 
increase the gain to the community will become proportionately larger. 

We recognize that a one per cent, increase of dividend for every five cents' 
decrease in the price of gas gives the opportunity of earning very large divi- 
dends. But the aim of the public is to get good quality of gas at a low 
price, and not to prevent the stockholders from obtaining large returns. The 
community should be willing to let the stockholders earn ten per cent, if the 
price of gas were reduced to 75 cents. The committee of the New York 
legislature which investigated the condition of the gas business in New York 
city in 1905 reported that 75 cents was the proper price for gas in all but the 
sparsely settled districts of the city. We think that within a comparatively 
few years it will, with the increase of consumption and improvements in 
plants, be possible to sell gas at that price also in Boston. 

4. Boston sliding scale act. The Boston sliding scale act 
(acts of 1906, chapter 42, approved May 26, 1906) is entitled 
"An Act to Promote the Reduction of the Price of Gas in the 
City of Boston and Its Vicinity." The act fixes the standard 
price at 90 cents and the standard dividend at seven per cent. 
Ninety cents, the standard price, was the price charged by the 
company at the time. Seven per cent., the standard dividend, 
was one point less than the dividend paid by the company for 
the year ending June 30, 1906, which was the first year of opera- 
tion under the consolidation. Prior to consolidation the total 
interest and dividend payments of the seven companies consoli- 
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dated was equal to approximately seven per cent, upon the 
aggregate capitalization of stocks and bonds. 

Sections i and 2 of the act of 1906, which fix the standard 
price, the standard dividend and the relation between price and 
dividend increment, are as follows: 

9 I. From and after the thirtieth day of June in the year nineteen hundred 
and six, the standard price to be charged by the Boston Consolidated Gas 
Company for gas supplied to its customers shall be 90 cents per 1,000 cubic 
feet, which price shall not thereafter be increased except as hereinafter pro- 
vided. From and after the said date the standard rate of dividends to be 
paid by said company to its stockholders shall be seven per cent, per annum 
on the par value of its capital stock, which rate shall not thereafter be 
increased except as hereinafter provided. 

§ 2. If during any year ending on the thirtieth day of June the maximum 
net price per 1,000 feet charged by the company has been less than the stan- 
dard price, the company may during the following year declare and pay divi- 
dends exceeding the standard rate in the ratio of one-fifth of one per cent, 
for every one cent of reduction of said maximum net price below the 
standard price. 

5. Revision of standard price. The Boston sliding scale act 
provides for revision of the standard price at any time after the 
expiration of ten years from June 30, 1906. Such revision is to 
be made by the board of gas and electric light commissioners 
on the petition of the company, or of the mayor of any city, or 
of the selectmen of any town in which the company is supply- 
ing gas. The board may lower or raise the standard price " to 
such extent as may justly be required by reason of greater or 
less burdens which may be imposed upon the company, by 
reason of improved methods in the art of manufacture, by rea- 
son of changes in the prices of material and labor, or by reason 
of changes in other conditions affecting the general cost of the 
manufacture or distribution of gas." 

The board does not have power to alter any of the conditions 
of the sliding scale contract with the exception of this standard 
price. The standard price, however, is quite fundamental, and 
complete control over the fixing of the standard price would 
give the board very considerable power. 

The wording of the above provision is rather indefinite. It 
is not clear just what could be included in " other conditions 
affecting the general cost of the manufacture or distribution of 
gas." The possibility of further reductions in the price of gas 
in Boston would seem to depend very largely upon increase of 
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consumption that will bring about a reduction in the per unit 
cost of manufacture and in the per unit charge for dividends. 
The present charges for interest and dividends per 1,000 sold 
are quite high as compared with a number of other gas com- 
panies in Massachusetts, and very high as compared with many 
of the English companies and with the Toronto company (see 
chapter ii, table IV, and chapter 14, section i). 

6. Sliding scale ratio. The Boston sliding scale act, sec- 
tion 2, provides that for every cent reduction in price below the 
standard price the dividend may be increased above the stan- 
dard dividend by one-fifth point. It is provided, however, that 
the increment in dividend shall not be effective until after the 
price reduction has been in force for a full year. Thus, although 
the company made a five cent reduction July i, 1906, it was not 
able to make an increase of one point in its dividend until June 
30, 1908. In this respect the Boston act differs from the pro- 
visions of the English sliding scale acts. In England, if a com- 
pany has charged a reduced price for the entire year, it is able 
to pay an increased dividend for that year (see chapter 7, sec- 
tion 10). The Boston plan, however, has a certain advantage 
even from the company's standpoint, because it is sometimes 
quite difficult for a company to both decrease price and at the 
same time increase dividends. By postponing the increase in 
dividends until the next year the natural increment in consump- 
tion due to decrease in price gives the company a better chance 
to meet the increased dividend requirements. The deficits re- 
sulting from the reduction in price to &> cents seem to indicate 
that this measure of relief has at least been needed in the case 
of the Boston company. 

When the Boston sliding scale act came into effect, June 30, 
1906, the sliding scale ratio of one-fifth point to the cent 
amounted to substantially an equal division of the sliding scale 
benefits between the consumers and the shareholders. There 
was, however, no actual increment in the dividend rate above 
the standard rate until June 30, 1908, when the dividend was 
increased from seven per cent, to eight per cent. This increase 
came in return for a five cent decrease in price made July i, 
1906. As shown in Table V, the increased dividend amounted 
to three and seven-tenths cents per'M sold, and this, as com- 
pared with the five cent reduction in price, is in the ratio of one 
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to one and three-tenths. With the increase in consumption 
without any increase in capitalization, this ratio has gradually 
declined until in 191 2 it was one to one and six-tenths. 

As pointed out in chapter 9, the London companies started 
with a sliding scale ratio of about one tc three, and the propor- 
tion going to the shareholders has gradually declined until, at 
present, the ordinary ratio for an ordinarily prosperous com- 
pany in England is about one to seven and in some cases is as 
low as one to eleven, or even one to twenty. The usual plan in 
England is to allow one-fourth point increase in dividend for 
every penny (two cents) reduction in price. This, therefore, is 
the same as one-eighth point increase in dividend to every one 
cent decrease in price. Moreover, in England the dividend in- 
crement applies to from three-fourths to one-half or less of the 
entire capital. In Boston, on the other hand, the dividend in- 
crement at present applies to the entire nominal capital. There 
is no funded debt, but there is about $2,000,000 of unfunded 
debt. Often in England there is a considerable amount in 
preference shares to which the sliding scale dividend increment 
does not apply. 

7. Reserve fund. Section 5 of the Boston sliding scale act 
provides that, if the clear profits of the company applicable to 
the payment of dividends amount in any year to a larger sum 
than is sufficient to pay the dividends which the company is, 
under the act, authorized to pay during the next succeeding 
year, the excess may to the extent of one per cent, per annum 
of the par value of the capital be invested to form a reserve 
fund. Such fund may accumulate until it amounts to one- 
twentieth of the par value of the capital stock. The fund may 
be used from time to time: (i) "To meet any extraordinary 
claim, demand or charge which may at any time arise against 
or fall upon the company from fire, accident or other circum- 
stances which due care and management could not have pre- 
vented;" (2) to enable the company to pay the dividends au- 
thorized under the act whenever in any year the clear profits 
of the business are insufficient to pay such dividends. 

This reserve fund is, of course, not intended to take care either 
of ordinary depreciation, or of functional depreciation due to 
obsolescence or inadequacy. It is conceded that the company 
has the right to charge to revenue account such amount as it 
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deems necessary to take care of future depreciation of every 
kind. The purpose of the reserve fund seems to be principally 
that of enabling the company to maintain its authorized divi- 
dend in spite of such temporary fluctuations as are likely to 
occur in prices of materials and consequent cost of manufac- 
ture, or in spite of possible losses due to fire, accident or strikes. 
No reserve fund has as yet been created as thus far the profits 
have been barely adequate for the authorized dividends. 

The usual provision for reserves under the English sliding 
scale acts is quoted above in chapter 7, section 10. The English 
system of gas company accounts does not provide for, or appar- 
ently permit, the creation of a special fund to meet ordinary 
depreciation. It seems that the companies must provide for the 
renewal of large units by the indirect method of making certain 
current improvements and additions out of earnings. The gas 
acts do provide for the creation of a ** special purposes fund " 
and a " reserve fund." The special purposes fund may be 
created by appropriating out of revenue any sum not exceeding 
one per cent, of the paid-up capital of the company including 
premiums. The fund, however, may not exceed one-tenth of 
such capital and premiums. The fund is applicable only to meet 
such charges as a chartered accountant or incorporated account- 
ant, being the auditor of the company or appointed for the pur- 
pose by the Board of Trade, shall approve as being: (i) " Ex- 
penses incurred by reason of accidents, strikes or circumstances 
which due care and management could not have prevented; or 
(2) expenses incurred in the replacement or removal of plant 
or works other than expenses requisite for maintenance and 
renewal of plant and works." 

The reserve fund in the English gas acts is a special fund to 
make up a deficiency in any year in the amount available to pay 
the authorized dividends. It can, however, only be created by 
the company's paying a smaller dividend than that to which it 
was authorized under the act during a preceding year. The 
usual provision is that " where, in any year, the dividend of the 
company, on the ordinary capital of the company, shall exceed 
the standard rate by reason of the price charged by the company 
for gas in such year being below the standard price, then out of 
the amount of the divisible profits of the company applicable to 
the payment of such excess of dividend the company may in 
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such year set apart such sum as they shall think fit " to form a 
reserve fund which " shall be applicable to the payment of divi- 
dend in any year in which the clear profits of the company shall 
be insufficient to enable the company in such year to pay the 
dividend at the authorized rate." There is no limit upon the 
amount of this reserve fund. Unlike the provision in the Bos- 
ton act, it can only be created by the paying out in dividends of 
a smaller amount than the company has earned and is author- 
ized under the act to pay. There is, therefore, no occasion for 
limitation on the amount of the fund. If the shareholders wish 
to accept a smaller amount than they are entitled to in any one 
year in order to guarantee the dividend of a future year they 
should, of course, be entitled to that privilege. 

8. Surplus profits. Section 6 of the Boston sliding scale act 
provides that, if in any year the clear profits of the business of 
the company applicable to the payment of dividends exceed the 
amount required to pay the authorized dividends during the 
next succeeding year, together with the amount authorized to 
be set aside for the reserve fund, the excess shall be paid to the 
cities and towns in which the company is supplying gas in pro- 
portion to the number of miles of mains in each of such cities 
and towns. That any profits would thus be distributed to the 
cities and towns was not, of course, anticipated. The provision 
was doubtless inserted with the object of preventing the crea- 
tion of a large surplus by inducing the company to use such 
surplus for the reduction of the rates of charge. It would prob- 
ably have been just as effective in safeguarding the permanent 
interests both of the consumers and the company to provide 
that any such surplus should be used as needed *for improve- 
ments and additions properly chargeable to capital account, but 
that surplus thus invested should never be entitled to dividend.^ 

The usual provision in the English gas acts is as follows: 

If the clear profits of the undertaking of the company in any year amount 
to a larger sum than is sufficient to pay the dividend at the authorized rate on 
the ordinary capital of the company, the excess shall be charged to the credit 
of the divisible profits of such undertaking for the next following year, pro- 
vided that the sum standing to the credit of such divisible profits shall not 
at any time exceed the amount required to pay one year's dividend at the 
authorized rate. 

^For a different treatment of a similar surplus see chapter 14, | 6, relative to the 
Toronto maximum dividend plan. 
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9. Proceeds of sale of real estate. Section 7 of the act of 
^903* providing for the consolidation of the gas companies of 
Boston and the incorporation of the Boston Consolidated Gas 
Company, provides that, when any real estate conveyed to such 
company under the terms of the act shall thereafter be sold, the 
proceeds of such sale shall be applied with the approval of the 
board of gas and electric light commissioners: (i) To the pay- 
ment and cancellation of obligations of the company ; (2) to any 
of the purposes for which new capital stock might be issued; 
or (3) to a reduction of the capital stock of the company. The 
intent of this provision seems to be that any realized increment 
in the value of the real estate acquired at the time of the con- 
solidation of the companies shall be devoted to the capital pur- 
poses of the enterprise, and may not be diverted to increase the 
profits allowed under the sliding scale plan. 

10. Issue of additional capital. The issue of additional capi- 
tal is, under the general laws of Massachusetts, subject to the 
strict supervision of the board of gas and electric light commis- 
sioners. The sliding scale act, section 7, provides, in addition, 
that all new shares shall be offered for sale by public auction in 
the city of Boston in such manner as may be approved by the 
board of gas and electric light commissioners. The board is 
authorized to fix a reserve price upon such shares, and they may 
not be sold at a lower price than the price so fixed. 

Sections 7 and 8 of the Boston sliding scale act are as follows : 

§ 7. Whenever the company shall issue additional stock, it shall be the 
duty of the board of gas and electric light commissioners in deciding what 
amount of new stock is to be authorized, to place a value upon such new 
stock, which vahie shall be stated in their written decision, and before offer- 
ing the new shares to the existing shareholders of the company, the company 
shall offer the new shares for sale by public auction in the city of Boston, in 
such manner, at such times, and subject to such conditions of sale as the 
company shall from time to time determine, subject, however, to the approval 
of the board of gas and electric light commissioners: provided, that no bid 
at any such auction shall be accepted for a price less than the value placed 
upon the stock by the board of gas and electric light commissioners as afore- 
said; and provided, further, that notice of the proposed sale of said stock by 
public auction together with the terms and conditions of sale shall be pub- 
lished in at least three newspapers in the city of Boston twice a week for not 
less than three successive weeks before the day of auction. 
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S 8. When any stock which has been offered for sale by auction is not sold, 
the same shall be offered at the price so placed upon it by the board of gas 
and electric light commissioners to the stockholders of the company, in 
accordance with the provisions of section 30 of chapter 109 of the revised 
laws : provided, that any stock so offered and not accepted by the stockholders 
shall again be offered for sale by public auction, in accordance with the pro- 
visions of section 31 of chapter 109 of the revised laws; and provided, fur- 
ther, that if the new stock authorized does not exceed four per cent, of the 
existing capital stock of the company the same may be sold in accordance 
with the provisions of said section 31 without being first offered to the 
stockholders. 

11. Audit of accounts. The Boston sliding scale act does not 
provide for an audit of the accounts of the company. The com- 
pany, however, is required, under the general law, to make an 
annual report to the board of gas and electric light commis- 
sioners, and is also required, under section 3 of the sliding scale 
act, to publish each year in the month of September, in one or 
more newspapers of the city of Boston, a report showing in 
detail the cost of manufacture of gas per M, the cost of distri- 
bution of the same, and the cost of maintenance and deprecia- 
tion. The company has gone beyond the requirements of this 
section by publishing each year this detailed statement as re- 
quired, together with a certification of the same by Harvey S. 
Chase & Company, certified public accountants. Most of the 
details contained in this report, as well as much additional data, 
are also published each year in the annual report of the board 
of gas and electric light commissioners. In certifying to the 
above report as to cost of gas per i,ooc cubic feet, Harvey S. 
Chase & Company also state that they have made a complete 
audit of the accounts of the company. The balance sheet and 
accounts, as thus audited, are not, however, published with the 
schedule of costs. 

12. Inter-company relations. Theoretically it would seem 
that the sliding scale plan, in order to secure the public con- 
fidence which is essential to its full success, would have to be 
applied under such simple conditions that there could be no 
question that its profit-sharing features were being carried out 
in the manner intended. In England each gas company operat- 
ing under the sliding scale is independent. There are no confus- 
ing intercorporate relationships. There is no possibility that 
the profits from the gas business authorized under the sliding 
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scale will be actually augmented by additional profits really 
earned by such business but which are being diverted to other 
companies under a common ownership and control. If this sort 
of thing can go on, the sliding scale may become worse than a 
farce. If all the profits can be secured by diverting them to an- 
other allied company, that policy may be preferred to that of 
securing only a part of such profits under the sliding scale. 
Under the sliding scale, the company can only increase its divi- 
dend by giving an even greater amount to the consumers 
through a reduction in price. With complicated intercorporate 
relationships, however, the proprietors may be able to retain all 
such profits by simply transferring them to another pocket. 

In Boston the sliding scale has been applied to a company in 
which inter-company relationships are apparently at a maxi- 
mum. There is a holding trust that owns the gas company and 
various other companies with which the gas company has very 
important interests of purchase and sale. The gas company 
buys almost half the gas it distributes and all the coke used in 
making its own gas from one of these companies to which it is 
related by the common ownership of the holding trust, and it 
sells about 12 per cent, of its total sales to three other companies 
subject to the same common ownership. 

The Massachusetts Gas Companies is an unincorporated asso- 
ciation or trust organized in September, 1902. It owns 
$15,111,600 of the $15,124,600 stock of the Boston Consolidated 
Gas Company. It also owns $567,700 of the $575,000 stock of 
East Boston Gas Company, the entire stock of the Citizens* Gas 
Light Company of Quincy and the entire stock of the Newton 
and Watertown Gas Light Company and of the Boston Tow 
Boat Company. It also owns $499,000 of the $500,000 stock of 
the New England Coal and Coke Company and the entire 
$17*500,000 stock of the New England Gas and Coke Company. 

The New England Coal and Coke Company owns 4,990 out of 
a total of 5,000 shares of the Federal Coal and Coke Company. 
The Federal Coal and Coke Company is a West Virginia cor- 
poration owning coal properties aggregating about 2,460 acres, 
located on a branch of the Baltimore and Ohio Railroad in West 
Virginia. During the year ending June 30, 1912, the Federal 
Coal and Coke Company mined 452,032 gross tons of coal. The 
New England Coal and Coke Company also owns about 60 per 
cent, of the stock of the J. B. B. Coal Company. This company 
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owns 3,500 acres of coal lands in West Virginia and during the 
year ending June 30, 1912, its output reached a total of 328,152 
gross tons. The New England Coal and Coke Company main- 
tains a fleet of four steamers, three tugs and eight barges for the 
transportation of coal from tidewater to Everett, near Boston. 
The company also has 400 steel cars for the transportation of 
coal from its mines in West Virginia to tidewater at Baltimore. 
During the year ending June 30, 1912, the company sold and 
delivered approximately 2,105,000 tons of coal in addition to the 
tonnage sold by the Federal Coal and Coke Company. 

The New England Gas and Coke Company is a voluntary 
association formed in Massachusetts in 1897. Its entire capital 
stock is owned by the Massachusetts gas companies. The plant is 
located at Everett, Massachusetts, and consists of about 300 
acres with water fronts and wharves on the Mystic river. The 
plant manufactures coke, sulphate of ammonia, tar and crude 
gas. About 54 per cent, of its income is derived from the sale 
of coke, six per cent, from tar, 15 per cent, from ammonia and 
22 per cent, from crude gas.^ All the gas manufactured is sold 
to the Boston Consolidated Gas Company. 

Immediately adjoining the plant of the New England Gas and 
Coke Company at Everett, is the water gas plant of the Con- 
solidated Gas Company where most of the output of the com- 
pany is produced. In such production it uses coke purchased 
from the New England Gas and Coke Company. The crude gas 
purchased from the same company is purified and mixed with 
gas of its own make for distribution to consumers. 

Prior to the passage of the sliding scale act, the act of 1903 
authorized the consolidation of the Boston gas companies and 
the incorporation of the Boston Consolidated Gas Company pro- 
vided that contracts made by such company for the purchase of 
gas from any other company should be subject to the approval 
of the board of gas and electric light commissioners. This pro- 
vision was inserted for the purpose of safeguarding the interests 
of the public in view of the proposed purchase of gas from the 
New England Gas and Coke Company. Under this provision, 
a contract was entered into between the two companies with the 



*Thc above information in relation to the Massachusetts Gas Companies and subsi- 
diaries is taken largely from Moody's Manual, 1912, pages 1949-1953, and from the Ninth 
Annual Report of the Board of Trustees of the Massachusetts Gas Companies for the 
year ending June 30, 1912. 
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approval of the board of gas and electric light commissioners. 
The first contract ran for two years, from December i, 1907. 
The second contract provided for an extension of the conditions 
of the first contract for a further term of four years, or to De- 
cember I, 1913. The contract provides for the purchase, at 29>4 
cents per M, of all gas of i8-candle power manufactured by the 
New England Gas and Coke Company. The contract provides 
that, if the cost of purification (removal of carbon dioxide and 
sulphur) exceeds one-half cent per M, the New England Gas 
and Coke Company must pay a rebate of one-half cent per M. 
A rebate of two cents per M is also provided for each candle 
that the average candle power in any 24-hour period falls below 
the prescribed 18. The New England Gas and Coke Company 
agrees to deliver not less than 2,500,000 cubic feet per 24 hours, 
and to pay 15 cents per M as liquidated damages for failure so 
to do, unless such failure is owing to strikes, fire or inevitable 
calamity. In order that the public may have some evidence 
that the Boston company is getting gas of the quality that its 
contract calls for, the contract contains the following provision : 

The board of gas and electric light commissioners shall have the right at 
any time by their properly accredited representative to test the candle power 
of the gas furnished hereunder, and also to inspect and test the apparatus 
used for determining the candle power and for measuring the gas. Daily 
tests shall be made by the gas company of the candle power of the gas fur- 
nished hereunder, of which test a record shall be kept, which shall at all 
times be open to the inspection of the board of gas and electric light com- 
missioners or its representative. 

When the sliding scale act was passed in 1906, the rights of 
the public were further safeguarded by the insertion of a pro- 
vision requiring the company to publish in a newspaper an 
itemized statement of the total cost of the manufacture of gas 
per 1,000 feet, and the board of gas and electric light commis- 
sioners was given authority on the application of the city to 
determine finally and conclusively the actual cost of gas fur- 
nished and the clear profits made by the company. Sections 3 
and 4 of the act of 1906, chapter 422, are as follows : 

83. Said company shall annually publish in the month of September, in 
one or more newspapers published in the city of Boston, a report showing for 
the previous fiscal year, among other things, the cost per 1,000 feet to such 
company of gas in the holder, itemizing said cost so as to show the cost per 
1,000 feet for gas manufactured, of wages at works and of the main items of 
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materials; also the cost per thousand feet of distribution; also the amount 
per 1,000 feet, if any, charged as depreciation of ways, works and machinery ; 
also the amount per 1,000 feet, if any, charged for maintenance repairs; to- 
gether with such other items of account as may from time to time be pre- 
scribed by the board of gas and electric light commissioners. 

§4. Said board shall have authority upon petition of the mayor or board 
of aldermen of a city or of the selectmen of a town in which said company is 
furnishing gas, and after hearing the company, to revise the method of deter- 
mining the cost of gas supplied by said company, and to determine finally 
and conclusively, the actual cost of the gas furnished and the clear profits 
made by said company applicable to the payment of dividends for the year 
ending on June 30. Any orders made by said board shall be enforcible as 
provided by section 9 of chapter 121 of the revised laws. 

The act of 1903, providing for the consolidation of the gas 
companies of Boston and preceding the adoption of the sliding 
scale plan, also provided, in section 11, that any contract for the 
sale of gas by the Boston Consolidated Gas Company to any 
other gas company or to any city or town should be subject to 
the approval of the board of gas and electric light commis- 
sioners. In the year ending June 30, 1911, the Boston Con- 
solidated Gas Company sold to six other companies 740,198 
thousand cubic feet of gas. The prices paid ranged from 30 
cents to 50 cents per 1,000. Of the entire amount sold 677,131 
thousand cubic feet were sold to the Citizens' Gas Light Com- 
pany, the Newton and Watertown Gas Light Company and the 
East Boston Gas Company. These three companies are owned 
by the Massachusetts Gas Companies. 

Owing in part to the above safeguards, but in much greater 
degree to the public confidence inspired by the progreissive man- 
agement of the company, the evils theoretically incident to the 
application of the sliding scale to a company so interrelated have 
not materialized. The management has the entire confidence of 
the public, and no suggestion has been made that it is not in 
fact carrying out its part of the sliding scale contract with the 
utmost good faith. 

13. Conclusion. A statistical comparison of prices and price 
reductions of Massachusetts companies selling more than 
100,000,000 cubic feet of gas in 1912, fails to show any distinct 
advantage for the sliding scale plan. July i, 1912, there were 
six companies outside of Boston selling gas as low or lower than 
the Boston Consolidated Gas Company. Four of these com- 
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panics (Cambridge, Charlestown, Fall River and New Bedford) 
have a maximum net price of 80 cents. Two companies, those of 
Lynn and Worcester, have a maximum net price of 75 cents. 
Table VI compares the prices of 20 companies selling 100,000,000 
cubic feet of gas in the year ending June 30, 1912. This table 
indicates that there are various other companies in the state 
where the aggregate and percentage price reduction has been as 
great or greater than in Boston. It must be noted, also, that 
this table compares the prices in Boston before the introduction 
of the sliding scale, and that ten cents of the total 20 cents' 
reduction in price in Boston was secured under the terms of the 
consolidation act of 1905, and not under the operation of the 
sliding scale. 

Since 1905 there has been a remarkable transformation in the 
relations between the public and the company. The most prom- 
inent causes in this transformation have doubtless been: (i) The 
consolidation act of 1905 ; (2) the change in the management of 
the company in 1905 ; and (3) the sliding scale act of 1906. The 
very unsatisfactory conditions existing prior to the consolidation 
act of 1905 are outlined as follows in the minority report of the 
special committee to consider the London sliding scale, 1906: 

During the twenty years preceding the passage of statute 1905, chapter 421, 
the conduct of the gas business in Boston has been a source of almost con- 
stant complaint on the part of its citizens, and for such complaints ample 
cause existed. During a large part of the time, at least, the interests of the 
public rarely received reasonable consideration. Speculation and selfish inter- 
est seemed to control the actions of the companies. Suspicion of fraud and 
corruption, often well founded, was associated in the public mind with the 
financial and legislative operations of the companies. . . . 

During a large part of this period the efforts of the managers of the several 
properties were devoted largely to furthering improperly selfish schemes, or 
in repelling attacks upon the companies. Investigations or attempts at inves- 
tigation by the board of gas and electric light commissioners and legislative 
hearings followed in rapid succession. Little thought was given to perfecting 
and developing the business of making and distributing gas, and practically 
no reductions in selling prices were made except as an outcome of petition 
and hearing. 

The result of these conditions was the maintenance of some expensive, 
unnecessary or obsolete plants, and an abnormally high capitalization of the 
Boston gas plants in proportion to output, as compared with other cities, and 
an unduly small increase in the sale of gas. 

In the transformation that has taken place since 1905 the slid- 
ing scale has doubtless been a powerful factor. Harmony and 
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cooperation have been substituted for suspicion and recrimina- 
tion. Regardless of any improvement in service and price, the 
improvement in the relations between the company and the 
public constitutes an immense gain. 



TABLE VI. COMPANIES IN MASSACHUSETTS SELLING OVER 
100,000,000 CUBIC FEET OP GAS IN YEAR ENPING JUNE 30, 
1912, AND COMPARISON OP MAXIMUM NET PRICES 
FOR 1905 AND FOR JULY i, 1912 



Company 


Cubic feet 
sold in 191 2 


Maximum 
net price 1905 


Maximum 
net price 1912 


Boston* 


4,78o»323,549' 
216,573.700 
762,026,247' 
266,869,269 
362,734,5o6» 

550,734,259 
102,805,569 
235,160,500 
441,324,669 
593.971,800 
742,9io,500» 
450,224,480* 

472,545,503 
416,253,200 
149,036,300 
168,313,300 
626, 884, 982* 
131,822,732 
126,482,100 
783,734,200 


$1.00 

1.30 

I.OO 
I.OO 
I.OO 
I.OO 

1.45 

I.OO 
I.OO 

.90 
.90 

1.20 
1. 10 

1. 15 
1.35 

1.20 
I.OO 

1. 15 

1.20 
I.OO 


1 ,80 


Brockton 


1. 10 


Cambridge 


.80 


Charlestown 


.80 


East Boston 


•f5 
.80 


PaU River 


Pitchburg 


■:S| 

r, 

.75 

To 


Haverhill 


Lawrence 


Lowell 


Lynn 


Maiden 


New Bedford 


Newton 


1.08 


Pittsfield 


Salem 


I.OO 


Springfield 


.85 

.90 

1 .00 


Suburban 


Taunton 


Worcester 


.75 





< Includes in 1905 all companies consolidated into present Boston Company, 
Includes gas sold to private customers and for public lamps only. 
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CHAPTER XIII 

THE TORONTO AUCTION SALE AND MAXIMUM DIVIDEND 

SYSTEM 

1. Organization. 

2. Sale of new shares at auction. 

3. Auction sale — Method and results. 

4. Application of premium on shares — Reserve fund. 

5. Renewal fund. 

6. Special surplus account 

7. Audit of accounts. 

8. Conclusion. 

1. Organization. The Consumers' Gas Company of Toronto 
was incorporated by a special act of the legislature of Ontario, 
II Vict., chapter 14, 1848. This act limited the capital of the 
company to £25,000 and the dividends to ten per cent, per 
annum. A regressive scale of voting rights was inserted in this 
law by which the voting power per share decreases with the 
number of shares held and no shareholder is entitled to more 
than ten votes no matter how large his holdings. In 1855 a spe- 
cial act was passed, 18 Vict., chapter 215, permitting the com- 
pany to increase its capital from £25,000 to £75,000, and in 1873, 
36 Vict., chapter 130, the authorized capital was further increased 
by $600,000, making a total capitalization of almost $1,000,000. 

2. Sale of new shares at auction. The above act of 1873 pro- 
vided specifically that new stock issued by the company under 
the authorization of that act should be allotted to the share- 
holders of the company pro rata at par. As the company was 
paying a ten per cent, dividend, such allotment gave the share- 
holders a very substantial bonus in addition to their liberal divi- 
dend. In 1887 the company, needing further capital for develop- 
ment purposes, came to the Ontario legislature asking permis- 
sion to increase its capital to $2,000,000. Objection developed, 
however, to permitting the company to continue the plan there- 
tofore followed of issuing premium stock to its shareholders at 
par. Authority to increase the capital to $2,000,000 was granted, 
but it was provided that all stock should be sold at auction and 
any surplus over the par value added to a special fund to be 
known as the rest or reserve fund. Section 4 of 50 Vict., Chapter 
85, 1887, is as follows: 

[204] 
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All shares to be issued under the provisions of this act, shall be sold by 
public auction after three weeks* notice in two of the daily newspapers pub- 
lished in the city of Toronto, such shares to be put up in lots of ten shares 
each and all surplus realized over the par value of the shares so sold, sha'' 
be added to the rest or reserve fund of the company. . . . 

This act of 1887 also regulated the application of the rest o« 
reserve fund (see below, § 4) and provided for the creation of 
another fund to be known as the renewal fund, also for a special 
surplus account to be used for the reduction of the price of gas, 
and also for an audit of the company's accounts. In 1904 the 
authorized capital of the company was again increased by a 
special act of the Ontario legislature to $3,500,000, and in 1909 
by a similar act to $5,000,000. Both the act of 1904 and the act 
of 1909 provide for the sale of new shares at auction. 

3. Auction sale — Methods and results. When the company 
finds it desirable to secure new capital, it gives a three months' 
notice to the city of Toronto and inserts a three weeks' notice in 
two daily papers published in Toronto, as required by the act. 
The following is a copy of such a notice as inserted in The Mail, 
of March 25, 191 1: 



C J. TOWNSEND 

The undersigned have received instructions 

from 

THE CONSUMERS' GAS COMPANY, 

of Toronto, 

to sell by PUBLIC AUCTION, to the highest bidder, 

at the hour of 12 o'clock, noon, 

On Tuesday, April i8th, 191 1, 

At 66-68 King St. East, Toronto, 

10,000 SHARES, $500,000, 

in lots of ten shares each, of the Capital Stock of the 
company, as ordered by the Board of Directors. 
C. J. TOWNSEND & CO., 

Auctioneers. 



Prior to the day of sale, various brokers in the city send to 
their customers an announcement of the sale. These brokers 
usually receive a considerable number of orders from their cli- 
ents, both within Toronto and from a distance, for the purchase 
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of shares at the auction. The sales are well attended and the 
competitive bidding serves to bring the average price received 
to very near what is considered the fair cash value of the shares. 
The company does not issue special circulars or endeavor in any 
way to increase the attendance at the auction sale or to interest 
various classes of investors in its securities. Nor does it at- 
tempt, as have a number of English companies, to secure a wide 
distribution of its shares among its consumers and employees. 
Under the terms of the special acts, the shares are offered in ten- 
share lots. As the shares are $50 shares, this makes the par 
value of the minimum offering $500 and the market value ap- 
proximately $1,000. 

The provision contained in the acts of 1904 and 1909 requiring 
the company to give the city of Toronto three months' notice of 
a proposed auction sale was inserted with a view to giving the 
city a chance to purchase shares in the company. This oppor- 
tunity has been exercised by the city to a very limited extent. 
The three months' notice is now thought to be too long from the 
company's standpoint, as it is impossible to foresee market con- 
ditions so far ahead. For the best results from the auction 
method, it is necessary to time the auction sale quite accurately 
in order to secure the most favorable market conditions. 

As noted in chapter 3, § 2, the English acts give the companies 
the option of using either the auction or tender method. The 
largest companies have usually found the tender method more 
advantageous. It is possible that in Toronto the use of the ten- 
der method would make it easier to secure bids from persons at 
a distance and also make it possible to secure bids from a certain 
class of small investors who would not care either to bid in per- 
son at a public auction or to secure the services of a broker to 
bid for them. 

Another important feature in which the Toronto auction plan 
differs from the English is the absence of a reserve price. In 
England the company always fixes a reserve price, and such price 
is usually announced before the sale begins. In Toronto there 
is no reserve price, and the theory has been that the entire offer- 
ing will be sold for whatever amount it will bring. An excep- 
tion to this rule was made in 1911. Shares to the par value of $500,- 
000 were advertised, but, when $384,500 par value of shares had 
been sold and the price bid had declined from 199 to 190, the re- 
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mainder of the offering was withdrawn. This experience seems 
to prove the desirability of fixing a reserve price in advance of 
the sale. By offering in smaller lots and fixing a reserve price at 
an amount at which it is believed such smaller lots can be dis- 
posed of, it is possible that some economy could be effected in 
the sale of the company's securities. 

The experience of Toronto with the sale of shares at auction 
bears out the favorable results already shown on the part of the 
English companies. The company has had no difficulty in se- 
curing all the capital that it requires on very favorable terms. 
The argument sometimes used that the requirement of sale at 
auction would hinder the development and expansion of the com- 
pany has certainly not been realized. Table IX shows that the 
company has had a remarkable record as to extension of mains 
and expansion of output. There is also no objection on the score 
of control. There is no fear that outsiders will take advantage 
of the auction sale to buy stock for the purpose of gaining con- 
trol of the management of the company. There are now almost 
1,500 shareholders of which number about 60 per cent, reside in 
Toronto. This wide distribution of holdings and the limitation 
of the maximum voting power for any number of shares to ten 
votes would make the securing of a controlling interest very 
difficult. It is stated that there has never been a contest for the 
control of the company. 

4. Application of premium on shares — Reserve fund. The 

act of 1887 provides that all premium received on sale of shares 
at auction shall be added to the rest or reserve fund of the com- 
pany until such fund shall equal one-half of the paid-up capital 
stock of the company. It is provided, also, that this rest or re- 
serve fund may be drawn on only when the net profits of the com- 
pany would otherwise be insufficient to meet the requirements 
for the payment of : (i) Fees, not exceeding in all $9,000, to the 
president, vice-president and directors ; (2) five per cent, on the 
value of plant and buildings in use to the renewal fund ; (3) the 
dividend of ten per cent, on the shares of the company. In case 
profits are insufficient for these purposes, the rest or reserve fund 
may be drawn upon to the extent necessary to make up the defi- 
ciency. Any amount thus withdrawn from the rest or reserve 
fund may be restored out of the earnings of the company. 
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These provisions in relation to the rest or reserve fund are, in 
full, as follows :^ 

§ 4. . . . All surplus realized over the par value of the shares so sold, 
shall be added to the rest or reserve fund of the company, until the same 
shall be equal to one-half of the paid-up capital stock of the company, the 
true intent and meaning being that the company may at all times have and 
maintain a rest or reserve fund, equal to, but not exceeding, one-half of the 
then paid-up capital of the company, and which rest or reserve fund may be 
invested in Dominion or Provincial stock, municipal debentures, school 
debentures, drainage debentures, debentures of loan companies, and mort- 
gages on real estate. 

§ 8. If in any year the net profits of the company, from all sources, arc 
not sufficient to meet the requirements of the company for the payment of 
fees to the president, vice-president and directors (limited as aforesaid), the 
payment of dividends at said rates of ten per cent, per annum, as aforesaid, 
and to provide for the plant and buildings renewal fund, it shall and may be 
lawful for the directors of the company in their discretion, to draw upon the 
said rest or reserve fund to the extent of any such deficiency, and to restore 
any amount so drawn from time to time from said rest or reserve fund, out 
of the earnings of the company, but the said rest or reserve fund shall not 
be otherwise drawn upon. 

The act of 1904 which authorized the issue. of $1,500,000 of 
additional capital, also provided that all premiums realized from 
the sale of shares should be added to the rest or reserve fund. 
The act of 1909 authorizing the issue of $1,500,000 of additional 
capital contains* a similar provision. The following is a copy of 
§ 5 in the act of 1904 relating to the application of premiums : 

All surplus realized over the par value of the shares sold, as hereinbefore 
set forth, shall be added to the rest or reserve fund of the company, and the 
limit, as heretofore authorized, of the said rest or reserve fund shall be 
enlarged by the amount of such surplus and no more; the true intent and 
meaning being that the company may at all times have and maintain a rest or 
reserve fund equal to, but not exceeding, the amount of one-half of the then 
paid-up capital stock of the company for the first $2,000,000 of the said capital 
stock, together with the amount of the surplus realized over the par value of 
all shares then sold out of the $1,500,000 capital stock by this act authorized. 

After the passage of the act of 1887 the company immediately 
turned over to the rest or reserve fund accumulated profits to the 
amount of $394,310, part of which had stood to the credit of a 
contingent account and the remainder to the credit of profit and 
loss. Subsequently, with the premiums received on the sale of 
shares under the act of 1887, this fund was increased to $1,000,- 
000, the maximum allowed under the act. Under the acts of 

» Ontario Laws, 1887, 50 Vict., Ch. 85, §§ 4, 8. 
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1904 and 1909 a total of $2,385,500 par value of capital has been 
issued which has been sold at a premium of $2,276,664. On 
September 30, 19 12, the total amount in this rest or reserve fund 
was $3,220,551, as against a capital stock par value of $4,384,500. 
It is to be noted that the act of 1887 calls this reserve a fund 
and provides that it may be invested in certain securities. In 
September, 19 12, the only securities held by the company were 
debentures to the amount of $216,233. In October, 1886, prior 
to the enactment of the act of 1887, the company held debentures 
to the amount of $305,037. The policy of the company has been 
to invest the accretions to the rest or reserve fund arising from 
premiums on the sale of shares in the business of the company, 
and not in securities as authorized but not specifically required 
by the act. By investing this reserve in plant and equipment, it 
has thereby reduced the amount required for dividend payments. 
As the company would have had to pay five per cent, or over on 
new capital required for its business, it would have been very 
unprofitable to have invested this large reserve in securities that 
would net but three and one-half or four per cent. In an action 
brought by the city of Toronto in 1903 the city claimed that the 
company was required under the act of 1887 to keep the rest or 
reserve fund as an actual separate sum of money apart from the 
other property of the company and invested in the securities 
mentioned in § 4 of the act. Justice Street, in his decision of 
March 3, 1903, in Corporation of the City of Toronto, etc., vs. 
Consumers' Gas Company of Toronto, held that this construc- 
tion was not valid, and that the company was entitled to continue 
to invest the reserve in its plant and equipment. 

In England, premium received from the sale of shares at auc- 
tion or tender must be used for the capital purposes of the enter- 
prise. It becomes part of the capital of the company, but, unlike 
the ordinary share capital is not entitled to dividend. In Massa- 
chusetts, where premium shares are issued to stockholders at a 
price approved by the board of gas and electric light commis- 
sioners, the same theory prevails. All premiums secured from 
such sale must be used for the capital purposes of the company. 
In Toronto, on the other hand, the theory is that premium on the 
sale of shares constitutes a surplus that may be used for the pay- 
ment of dividends in any year in which the net profits are insuffi- 
cient to pay the authorized dividend of ten per cent. 
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The rule adopted in England and Massachusetts seems much 
more logical. The premium is a part of the capital of the enter- 
prise, and should be used for capital purposes, and should not be 
drawn upon to pay dividends any more than any other part of the 
capital. Of course, it is desirable that a company should have a 
surplus or contingency reserve of some kind that it can draw 
upon in lean years to make the dividends more uniform, but such 
reserve should be created from earnings, and should not be a part 
of the real capital of the enterprise. In 1887, when the Toronto 
act was passed, the company had a surplus in its contingent ac- 
count and in its profit and loss account amounting to $394,310. 
If this considerable amount had been placed in a contingency re- 
serve to meet losses due to accidents, strikes or other causes 
which due care and management could not have prevented, and 
to meet temporary losses due to reductions in the price of gas, 
the experience of the company seems to show that it would have 
been entirely adequate. It is scarcely conceivable that, even 
though the conditions should so change that the company for an 
indefinite period of years would be unable to earn its ten per 
cent, dividend, the company would feel justified in distributing 
to its stockholders this three and a quarter millions of reserve 
now invested in plant and equipment and in most part made up 
of premiums on the sale of shares at auction. 

5. Renewal fund. The act of 1887 provides for the creation 
of a renewal fund to take care of all usual and ordinary renewals 
and repairs. Five per cent, on the book value of plant and build- 
ings in use is to be annually paid out of the earnings of the com- 
pany to the credit of this fund. Section 6 of the act of 1887, 50 
Vict., chapter 85, is as follows : 

There shall be created and maintained by the company, out of the earnings 
of the company, another fund, to be called the plant and buildings renewal 
fund, to which fund shall be placed each year the sum of five per cent, on the 
value at which the plant and buildings in use by the company stand in the 
books of the company, at the end of the then fiscal year of the company, and 
all usual and ordinary renewals and repairs shall be charged against this 
fund. 

The annual payment to this fund of five per cent, on the value 
of plant and buildings in use has proved entirely adequate for 
the purpose intended, and is approved by the company manage- 
ment as a very valuable feature of the law. 
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An action brought by the city of Toronto in 1903 against the 
company claimed that the amount in the renewal fund had be- 
come too large for the purposes to which the fund was limited, 
and that the company should not continue to, year after year, 
add the full five per cent, on plant and buildings for the purposes 
of this fund. Justice Street, in his decision delivered March 3, 
1903, in Corporation of the City of Toronto, etc., vs. The Con- 
sumers' Gas Company of Toronto, held that it would be impos- 
sible to sustain this complaint " without entirely disregarding 
the plain and unambiguous language of the act." In this case 
the city also complained that the company had charged certain 
sums to profit and loss account or to the reserve fund which 
should have been charged to the renewal fund. These sums 
amounted in the aggregate to $321,431. Two hundred and fifty 
thousand dollars was for depreciation in the value of mains ow- 
ing to the fall in the price of iron pipe since the construction of 
the mains; $58,000 for iron gas lamps which had become obso- 
lete and had not been replaced; and $13,431 for gas meters de- 
stroyed. Justice Street said in his decision that inasmuch as § 6 
of the act of 1887 restricted the use of the renewal fund to all 
" usual and ordinary renewals and repairs," it was clear that a 
depreciation due to fall in price or the absolute discarding of 
lamps and meters which were neither renewed nor replaced 
could not come within the purpose of this fund. 

Prior to 1899 the company did not always carry the full five 
per cent, to the renewal fund. In some years the profits were 
not sufficient to enable the company to do this and at the same 
time pay the authorized dividend without drawing on the re- 
serve fund. In such cases, instead of drawing on the reserve 
fund, they carried to the renewal fund only the balance of profit 
remaining for the year after paying the ten per cent, dividend. 
As a result, during the years 1887 to 1899 ^^^ sums carried to 
the renewal fund fall short in the aggregate $365,923 of the sums 
that would have been carried to the fund had the full five per 
cent, been used. It is interesting to note that this $362,923 would 
just about offset the depreciation and obsolescence that has, dur- 
ing the entire period 1887 to 1912, been charged to profit and 
loss or to reserve fund direct. 
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TABLE VIII. RENEWAL FUND, CONSUMERS' GAS COMPANY, 

1905-1912 



Year 



Five per cent, 
on value of 
plant in use 



Rttiewals 
and repairs 
during year 



Balance to 

credit of 

fund 



1905 
1906 
1907 
1908 
1909 
1910 
1911 
1912 



$170,891 
179,653. 
199,689 
223,386 
308,548 
324.992 
342,768 
382,786 



$185,623 
175,891 
230,415 
161,552 
143.154 
202,731 
223,338 
255.504 



$409,522 
413.285 
382,559 
444.393 
609,786 

732,047 
851.447 
978,759 



The recent increase in the balance to the credit of renewal 
fund has been quite marked. The fund has more than doubled 
in the five years, 1908 to 1912. In 1912 the fund amounted to 
$978,759. Prior to the application of the company for an in- 
crease in its capital in 1909 the city auditor called attention in 
his reports to the increase in the renewal fund, stating that it 
would be well in authorizing further capital issues to require a 
reduction in the amount set aside each year for the renewal 
fund. No action, however, was taken in regard to this recom- 
mendation. The renewal fund is not maintained as a separate 
fund, but as a reserve, and is used in the business of the com- 
pany, being invested in working capital, plant and equipment. 
To the extent that the reserve will not be needed for renewals, 
it may be looked upon either as; (i) The making of improve- 
ments out of earnings ; (2) amortization of capital equal to the 
ever existing percentage of wear and tear and consequent loss of 
value as compared with value new in the plant and equipment of 
the company. As long as the company follows the very wise 
policy of investing this reserve in its plant and equipment, it 
would be unfortunate to limit the amount of reserve to its actual 
requirements for renewals. 

It is to be noted that the renewal fund is five per cent, on the 
book value of plant and buildings in use. All lands and all struc- 
tures under construction are excluded. September 30, 1912, the 
book value of works, plant and general outlay was $8,070,327. 
The value of plant and buildings in use, on which the five per 
cent, renewal charge is based, was for the same year $7,655,722. 
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6. Special surplus account The act of 1887, § 7, provides 
that any surplus or net profit from any source whatever remain- 
ing in any year after maintaining the rest or reserve fund, mak- 
ing the authorized payment to the renewal fund, paying the fees 
to the president, vice-president and directors, and paying the 
ten per cent, dividend upon the stock, shall be carried to a spe- 
cial account to be known as the special surplus account. It is 
provided, further, that, whenever this account is equal to five 
cents per r,ooo cubic feet on the quantity of gas sold during the 
preceding year, the price of gas shall be reduced at least five 
cents. The following is a copy of this section : 

Any surplus of net profit from any source whatever, including premiums 
on sales of stock, after the. rest or reserve fund shall have been established 
and maintained as aforesaid, remaining at the close of any fiscal year of the 
company after payment of fees to the president, vice-president, and directors 
of the company (not exceeding in all the sum of $9,000 per annum), after 
payment of dividend at the rate of ten per cent, per annum on the paid-up 
capital stock of the company, and the establishment and maintenance of the 
said rest or reserve .fund, and providing for said plant and buildings renewal 
fund, shall be carried to a special account, to be known as the special surplus 
account, and whenever the amount of such surplus is equal to five cents per 
1,000 cubic feet on the quantity of gas sold during the preceding year, the 
price of gas shall be reduced for the then current year, at least five cents per 
1,000 cubic feet to all consumers. 

This special surplus account does not constitute a reserve 
fund, but is merely a balance that is, in practice, carried to the 
profit and loss account at the end of the year and may be used 
up if necessary in the succeeding year for any purpose to which 
funds in this account may be devoted. In practice the fund has 
never reached the amount at which under the statute the com- 
pany would be required to reduce the price of gas. It has been 
the uniform policy of the company to make voluntary reductions 
in price before the amount in the special surplus account would 
compel a reduction. 

7. Audit of accounts. There is no law requiring the accounts 
of the company to be prepared in any prescribed form. As is 
customary with Ontario companies, the shareholders elect an 
auditor or auditors each year to go over the accounts of the 
company. In addition, the act of 1887 relating to the Consu- 
mers' Gas Company provides that an auditor appointed by the 
mayor of Toronto shall have the right to verify the company's 
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annual statement, and shall have access to its accounts for this 
purpose. In recent years the city auditor has been designated 
by the mayor for this purpose. He makes an examination of 
the accounts of the company with a view to safeguarding the 
interests of the public under the terms of the special acts gov- 
erning the company. He makes a brief report of his audit to 
the mayor each year, and this report is printed in the compila- 
tion of city documents. The following is a copy of § 9 of the 
Act of 1887 providing for a city audit of the company's accounts : 

The company shall give not less than two weeks' written notice by regis- 
tered letter to the mayor of the city of Toronto for the time being of the 
time of commencing the annual audit of the books and accounts of the com- 
pany, and it shall and may be lawful for an auditor to be appointed by the 
mayor of the corporation of the city of Toronto, should he deem it advisable 
to make such appointment, to be present at such annual audit, and for the 
purpose of verifying the company's annual statement, to have access at the 
company's office to all books, accounts, and papers necessary for such purpose. 

Balance Sheet of The Consumers' Gas Company of Toronto, September 

30, 1912 

Liabilities 
Capital Stock 

Act 1887 $2,000,000.00 

Act 1904 2,384,500.00 

$4,384,500.00 

Reserve Fund 943,886.35 

Premium on Stock, Act of 1904 2,276,664.78 

Plant and Buildings Renewal Fund — Amount at 

Credit ist October, 1911 $^51,47733 

Less Repairs and Renewals 255,504.01 

$595,973.32 
Transferred from Profit and Loss, September 30, 

1912 382,786. 14 

978,759.46 

Dominion Bank 74,297.80 

Sundry Accounts Payable 98,641 . 12 



$8,756,749.51 
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Assets 

Works, Plant and General Outlay $8,070,327.48 

Main Pipes, Specials and Lead 61,376.88 

Service Pipes, Fittings, etc 14,729.28 

Consumers' Supplies 57,646. 12 

Coal 118,396.09 

Gas Oil 6,880.61 

Coke 19,589.8s 

Tar 5,961.12 

Oxide of Iron 10,656.00 

Cement 183.04 

Fireclay, etc 4,130.37 

Cash 334.07 

Debentures 216,233.28 

Gas Accounts Receivable 116,559. 13 

Sundry Accounts Receivable 53,746. 19 



$8,756,749.51 



8. Conclusion. The company was prosperous almost from 
the start, and its business increased very rapidly. The only time 
that the output and profits of the company experienced a serious 
set back was for a few years following the introduction of coal 
oil in 1858. Aside from this period, the output and development 
of the company have gone forward at an almost uniformly rapid 
rate and the divisible profits have been maintained at the uni- 
form maximum rate of ten per cent. From its start in 1848, the 
company has been free from consolidations, mergers, reorgani- 
zations or entangling alliances that might have served to com- 
plicate the situation and perhaps render the fixing of a maxi- 
mum dividend entirely futile. The company has no subsidiaries 
and no inter-company relations that might tend to check the con- 
fidence of the company's consumers in the essentially profit- 
sharing plan which is the basis of the limited dividend system. 
During the past 25 years the company has always been in the 
foreranks of the companies in America selling at the lowest 
rates. It has held this leading position in spite of the fact that 
the cost of certain parts of its plant has been increased by the 
customs duty on importations from the United States and that 
its coal charges have been increased, owing to this same duty, 
by 53 cents a ton. Coal is imported from Pennsylvania so that, 
in addition to the duty, there is a freight charge of 60 cents per 
ton for transportation beyond the Canadian boundary line, mak- 
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ing a total extra charge of $1.13 a ton. About 60 per cent, of the 
output is coal gas and 40 per cent, water gas. The following 
table shows the changes in net maximum price from 1848 to 
date: 

1848 $5.00 1880 $1.75 

1849 400 1885 1.50 

1850 3.331-3 1886 1.25 

1852 3.00 1890 1. 12 1-2 

1858 3-331-3 1893 1.05 

1861 3.00 1896 90 

1870 2.662-3 1903 80 

1871 2.50 1906 75 

1877 2.25 1911 70 

1878 2.00 

Although the company has no funded debt and has long paid 
a ten per cent, dividend on its entire share capital, the economy 
of financing has been such that this dividend amounts to but 
5.2 per cent, on the aggregate capital invested.^ Moreover, the 
total capital charges amount to but 14.5 cents per 1,000 cubic 
feet of gas sold, which is a remarkably low figure for this con- 
tinent. 

Undoubtedly the direct cause of this favorable showing of the 
company is the wise and efficient management that it has been its 
fortune to have. But behind this efficient management as a cause, 
there have been other more fundamental conditions that have 
made it possible to develop and permanently retain that sort of 
efficiency in the management that inures to the permanent bene- 
fit of the consumer. In order permanently to retain in control of 
a company's affairs managers who feel strongly the public na- 
ture of their calling and who have a real desire to serve the pub- 
lic, a certain environment must be created. In creating such an 
environment in the case of the Toronto company there have 
doubtless been many factors. The most important of these are 
the following: The abandonment of the theory of one share, 
one vote, and the substitution of a regressive voting scale; the 
freedom of the company from intercorporate relationships ; the 
audit of its accounts; the control over capitalization; the sale 
of new shares at auction; and the maximum dividend system. 
Among all these, the real controlling factor is that of a continu- 

* For this purpose the capital invested is taken as the aggregate of the par value of the 
shares, the premium on. such shares, and the reserves actually invested in working capi- 
tal, plant and equipment. 
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ous and efficient control over divisible profits of every kind, se- 
cured through the maximum dividend and the sale of new shares 
at auction. 

TABLE IX. DEVELOPMENT OF CONSUMERS' GAS COMPANY, 

1855-1912 



Year 


Popula- 
tion 


Increase 
percent 


Gas 

output in 

thousands 

of cubic 

feet 


Increase 
per cent 


Miles of 
main 


Price of 

gas, per 

1,000 

cubic 

feet 


i8ss 


42.500 

681678 
105,211 
190,000 
250,000 
425,000 


44.6 

53-2 
80.6 

315 
70.0 


22,000 

30,014 

100,122 

273.484 

614.553 

I. 374. 114 

3. 119.748 


36.4 
233.9 
171. 1 
124.7 
123.6 
127.0 


23 

126 
227 
302 

485 


$3.00 
3 00 
2.50 
1.50 

80 


1865 :: 


187s 


i88s 


i8qs 


lOOS 


IQ12* 


.70 





■ Seven years only. 
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CHAPTER XIV 
DIRECT PROFIT REGULATION VS. RATE REGULATION 

1. Advantages of British system of direct dividend regulation, 

2. Disadvantages of rate regulation method. 

3. Limitations of sliding scale plan. 

4. The merit rating method. 

1. Advantages of British system of direct dividend regula- 
tion. Though it is not possible to show from the statistics any 
very great superiority of the sliding scale system over the maxi- 
mum dividend system, it is possible to say that, upon the whole, 
both systems, when coupled with the sale of new shares by the 
auction or tender method, have advantages over the American 
system of occasional or periodic rate regulation. In Great Britain 
the government controls the divisible profits, but does not in gen- 
eral attempt to directly fix the rates of charge. Experience shows 
that when divisible profits are subject to strict control there is 
really no occasion for fixing the rates of charge. 

The relations between the gas companies and the public in Great 
Britain are harmonious. The investors feel that they are very 
generously treated in being enabled to earn dividends of from 
seven per cent, to 17 per cent, and the consumers in general 
realize that they are securing their gas at a comparatively low 
rate, and that all the profits in excess of the prescribed amount 
must be used either to reduce the present rates or to reduce the 
per unit investment so that sooner of later this, too, must result 
in lower rates of charge. There is no way in which any surplus 
profits in addition to the amount authorized to be distributed can 
later find their way into the pockets of the shareholders. The 
company has no incentive to build up a surplus with the expecta- 
tion of distributing it in a lump by means of an extra dividend, a 
stock dividend, or the allotment of premium shares at par. 

And, though the gas companies in Great Britain pay dividends 
ranging from seven per cent, to 17 per cent., the total capital 
charges per unit of gas sold is considerably less in Great Britain 
than in the United States. This means that, in spite of these 
liberal dividends, the capital burden per unit of output is smaller 
in Great Britain than in the United States. Statistics as to total 
capital charges per unit of output are not generally available in 
the United States. They are available in the commission reports 

[219] 
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of Massachusetts, New York and Wisconsin. For many cities, 
however, the returns are complicated from the fact that the same 
company supplies electricity or other services and in other cases 
intercorporate relations make comparison very difficult. In the 
following table results are shown for a few of the larger com- 
panies in New York and Wisconsin supplying gas only and where 
intercorporate relationships do not seriously interfere with the 
reliability of the figures. The statistics are for 1910 except for 
the Auburn Gas Company, where the figures for 1909 seemed 
more fairly representative: 

Gas sold Total capital charges 
Company. (M cu. ft.) per M cu. ft. (cents) 

Milwaukee (Wis.) Gas Light Co 2,654,645 34.8 

Racine (Wis.) Gas Light Co 210,933 4I»2 

Binghamton (N. Y.) Gas Works Co 172,140 40.2 

Auburn (N. Y.) Gas Co 109,877 44.0 

Kings County (N. Y.) Lighting Co 580,728 46.4 

Buffalo (N. Y.) Gas Co 633,516 47-5 

In Table IV, capital charges per M of gas sold are given for 
16 companies in the United Kingdom. The lowest charge is 
seven cents and the highest 18 cents. The usual capital charge 
for these 16 companies is 12 to 14 cents per M sold. The differ- 
ence between the total capital charges per unit of gas sold for 
American and English companies is therefore very marked. This 
difference cannot be entirely explained by a higher construction 
cost in the United States than in Great Britain, for while certain 
labor and material costs are higher, British construction is of a 
heavier character than construction in many parts of the United 
States. Moreover, British installations are largely coal gas, while 
in America the less costly water gas plants are more largely used. 
The difference in capital charges may be partially explained by 
a more intensive development in the use of gas resulting in a 
greater output per unit of- investment. But, allowing consider- 
able for a more intensive use of the investment, the difference in 
total capital charges per unit of gas sold seems to indicate that 
in the United States the actual investment secures more liberal 
net returns than the very liberal and generally satisfactory returns 
secured in England. To be sure (excepting in Massachusetts) 
the dividend rates are not as high as in England. But the ordi- 
nary dividend is not the only means by which profits may be dis- 
tributed. They may, and often are in America, distributed by 
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means of extra dividends, stock dividends and the allotment of 
premium shares at par. They are also distributed in brokers' 
commissions and discount on bonds. The financier rather than 
the permanent investor seems to secure a lion's share of the 
profits. In England, on the other hand, all the profits actually 
divided are reflected in the dividend rate on the original shares. 
Capital needed for additions and extensions is secured (under the 
auction or tender method) at the lowest market rates. The pre- 
mium obtained on a sale of new shares is not entitled to dividend. 
The liberal dividends paid make it easy to raise new capital at 
low rates and the services of the financial middleman are dis- 
pensed with. 

In addition to economy in financing, economy in capital expendi- 
ture has made it possible for English companies to pay liberal 
dividends at a relatively low per unit charge. The fact that 
dividends are strictly regulated seems to have had a very strong 
influence in inducing companies to make improvements out of 
earnings. The final result of this policy under limited dividends 
is a reduction in rates, and the lower the rates at which gas can 
be supplied the stronger is the assurance of the permanency of 
the industry. The Englishman takes- a keen delight in building 
up " the family fortune " and a gas manager in the same way has 
a strong inclination to build up and strengthen his industry. 
There can be no doubt that a conservative policy of making im- 
provements out of earnings coupled with a strict limitation of 
profits will inure to the permanent good of the consumers, the 
shareholders and the industry as a whole. Without a direct 
limitation of profits, however, the making of improvements out 
of earnings, results, as is often the case in the United States, in 
a temporary concealment of exorbitant profits awaiting the time 
when they can be conveniently distributed to the shareholders. 
The advantage is one-sided and anti-social. Moreover, in Eng- 
land the increase in land values is not capitalized, and is not a 
source of additional profit to the shareholder. The shareholder 
is limited to a dividend on his actual investment and the unearned 
increment of the land cannot result in an enlargement of the pre- 
scribed profit. 

Massachusetts has come nearer than any other American state 
to securing conditions for the development of the gas industry 
similar in some respects to those obtaining in England. It has 
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strictly controlled capitalization, and has not allowed the allot- 
ment of premium stock to shareholders at very much under the 
market value. Moreover, the Board of Gas and Electric Light 
Commissioners, in the exercise of its powers of rate regulation, 
has allowed to some extent the making of improvements out of 
earnings. Other influences have worked in the same direction and 
as a result there are a number of important companies with a capi- 
talization very much under the present structural value. The 
dividends declared by Massachusetts gas companies are much 
higher than in other states and are equal to or greater than the 
customary English rates. The prices charged by the companies 
are lower than in other states, but not so low as in England. The 
total charges per unit sold are much lower than the statistics 
given above for New York and Wisconsin companies, but they are 
still considerably higher than in England. Table X shows the total 
capital charges per unit of gas sold for the larger Massachusetts 
companies. The very large extra dividends paid from time to time 
by certain of the Massachusetts companies, and the controversies 
over capitalization and rates that have recently developed indi- 
cate that the companies are not inclined to limit their return to 
ten per cent, or twelve per .cent, on their present capital, but to 
claim a fair return on the present value or the present cost of 
reproduction of their property. In substantiation of their claim 
they quote court decisions appearing to establish a constitutional 
guarantee that they be permitted to earn a fair return on the 
present fair value of all of their property. If this claim is estab- 
lished and the companies take full advantage of it, the present 
favorable conditions as to price and capital charges per unit of 
gas sold are likely to disappear. It seems that the unexpressed 
purpose in Massachusetts gas legislation and regulation has been 
to control capitalization and to limit returns to a liberal dividend 
on such capitalization. In this way economy of financing through 
prohibition of issue of premium shares at par and economy of 
capital expenditure through the making of improvements out of 
earnings would inure directly to the benefit of consumer. It now 
seems doubtful whether these underlying but unexpressed pur- 
poses of the Massachusetts system of regulation will be fully real- 
ized. Massachusetts experience, however, points strongly to the 
inherent advantages of a system of direct and continuous divi- 
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dend control and also to the necessity of making definite and un- 
mistakable provision for such system of control in the regulatory 
statute. 

Additional evidence of the advantages of a policy of direct and 
continuous dividend regulation is furnished by the G^nsumers' Gas 
Company of Toronto. This is evidence from nearer home and 
tends to prove that the difference in capital charges and price per 
unit between England and America cannot be entirely explained 
by differing conditions other than the differing methods of con- 
trol. The Consumers' Gas Company has been subject to substan- 
tially the same control as that applied to a maximum dividend 
company in England. Its maximum dividend is ten per cent. Its 
capital is controlled by the provincial parliament. Since 1887 all 
new shares have been sold at auction. Under this system, its 
maximum net price is now 70 cents per M and its total capital 
charges amount to but 14.5 cents per M. 

2. Disadvantages of rate regulation method. Under occa- 
sional regulation as practiced in America by city councils, state 
legislatures and public service commissions the profits of the pub- 
lic service corporation fluctuate in a " saw tooth ' ' manner. The 
commission regulates the rates and in so doing brings the rate of 
profit down to what is deemed a " fair rate '* on the fair value of 
the property. As soon as this is accomplished in all probability 
the profits immediately begin to rise above this " fair rate." When 
they are again quite high, another complaint will be lodged with 
the commission and the rates will again be reduced. If this process 
continues, the profits of the company will continue to rise and 
fall. A company subject to this kind of occasional rate regula- 
tion may follow the policy of reaping all the excess profits that it 
can during the intervals between regulation. Immediately after 
such regulation it may pay out in profits more than it fairly earns, 
by disregarding depreciation and starving up-keep. Then, when 
another rate regulation proceeding is about due, the charges for 
operation and up-keep are unduly inflated and real profits are made 
to seem less than they really are. Moreover, if a rate regulation 
proceeding is about due, the company may hold back some im- 
provement that it has in mind that would reduce the cost of pro- 
duction, arguing that, if the improvement is made before the rate 
regulation proceeding takes place, the saving effected will all go 
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to the consumer in the reduction in rates, while, if the improve- 
ment is held back until after the rate regulation proceeding, the 
increased profits from it will inure solely to the company until 
such a time as rates are again regulated. This is the same sort 
of difficulty that has been found in connection with a periodic or 
occasional revision of the standard price under the sliding scale. 
The system of periodic or occasional rate regulation makes it 
directly to the interest of the company to conceal actual profits 
if they are in fact in excess of a *' fair return." Such conceal- 
ment may be effected through financial intricacies and intercor- 
porate relationships that make it difficult for the public to guess 
what the true profits are, and therefore renders public agitation 
and formal complaint less likely. 

Another objection to our present system of occasional rate regu- 
lation by commission is that to the extent that such system is really 
effective in keeping the profits down to a fair return the result 
must be to kill incentive for further improvement. If all com- 
panies are allowed lo earn the same return regardless of their 
comparative efficiency, there is comparatively little incentive for 
efficiency. Of course, it would be possible for the commission, in 
determining what is a *' fair return," to take comparative efficiency 
into consideration. It could have a certain scale of rates of return 
that it would apply to the various companies according as they 
stood high or low in comparative efficiency and in the cost of the 
service they were rendering the public. This, if carried out sys- 
tematically, would doubtless have certain advantages over the 
present method which appears to aim at limiting the company to 
what is practically a uniform rate of return. The chief difficulty 
with this plan, however, is that there is no control over the actual 
profits distributed between the times when the rate fixing process 
is exercised. Between these rate fixing times the company may 
and probably will pay out profits in excess of those that have been 
determined as " fair " in view of the comparative efficiency of the 
company's service. This is a fundamental weakness. If it is pro- 
posed to reward efficiency with a rate of profit higher than the 
ordinary, this rate should not be exceeded until such time as 
increased comparative efficiency would warrant a higher rate of 
return. There must be a continuous control over the amount of 
profits that may be distributed in order that a control based on 
comparative efficiency may be really effective. 
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A direct control of profits seems the logical method of atta^-k- 
ing the problem of rate regulation. What is a fair price as be- 
tween buyer and seller in the case of a monopolized article is 
usually a question of what constitutes a fair profit for the service 
rendered. It is in general easier to decide what is a fair profit 
than to decide what particular rate schedule will exactly produce 
such profit. In a rate regulation proceeding there are so many 
factors that are not susceptible of accurate determination that the 
result must be largely vitiated. If profits are strictly regulated, 
rates of charge will ordinarily take care of themselves. Rate regu- 
lation may then be confined to a prevention of discrimination, and 
the necessity for even this degree of interference will be largely 
obviated. 

3. Limitations of sliding scale plan. The sliding scale plan is 
one method of directly controlling profits. Our discussion of its 
application to the gas industry in Great Britain has shown its 
advantages and defects. Suggestions have been offered to cor- 
rect certain of these defects. Nevertheless certain faults and 
limitations will still remain. Inasmuch as certain fluctuations in 
cost of production have no direct relation either to efficiency or 
inefficiency of management, it will be possible for a company to 
secure dividend increments or suffer dividend reductions without 
any corresponding increase or decrease in the efficiency of the 
management. Moreover, while the various companies might be 
all started under equal conditions so that for a few years the divi- 
dends paid by the various companies would correspond fairly to 
their comparative efficiency in the service of the public, with 
changing conditions and variation in the rate of growth of the 
various communities served, the authorized dividends would soon 
be quite out of relation to the comparative merits of the companies. 

Then, too, the sliding scale systems considered have only been 
actually applied to gas companies. They have been nominally 
applied to a number of electricity companies, but, as there has 
been no actual experience under them, it is impossible to say what 
difficulties might come to light under actual trial. In the case of 
gas, the dividend is made to vary inversely with the maximum 
charge for gas. In the case of electricity the dividend has been 
made dependent in some cases on the maximum charge, but in 
most cases on the average charge. These two services seem bet- 
ter adapted to the sliding scale than other public services, such 
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as street railways, telephones, and railroad passenger and freight 
transportation. Doubtless bases for sliding scale arrangements 
could be devised even for these utilities, but the practical diffi- 
culties are great and the possibility that the plan wotdd work to 
the satisfaction of both parties is not very strong. The complex 
conditions in these other industries do not seem at all adapted to 
the success of the sliding scale plan. In the merit rating system 
presented in the following section an attempt is made to suggest 
a plan of regulation that seems to have most of the advantages of 
the sliding scale without some of its disadvantages. In discussing 
the sliding scale plan the method of revision that seemed to have 
the most advantages was one which provided for a rating of the 
management according to the efficiency shown. The merit rating 
method would make this rating according to efficiency direct and 
general. 

4. The merit rating method. The merit rating method is one 
under which a commission will periodically rate the companies 
on a basis of comparative efficiency in serving the public and allow 
them to earn dividends varying with such efficiency. The aim 
will be to offer to capital and management a premium for such 
economy arid efficiency of management as inures to the benefit of 
the consumer in better service or lower rates of charge. The com- 
panies will receive this merit rating periodically, say every five 
years, and the rating thus received will determine the maximum 
dividend that each will be allowed to pay out during the follow- 
ing period. • ITiis merit rating at each recurring period will be 
based on the progress made by the company since the last rating 
and on results attained by such company as compared with other 
companies similarly situated. The effect will be to make each 
company compete as to results with its own past record, and also 
with the results obtained by other companies. It will introduce a 
new form of competition or rivalry for the usual direct compe- 
tition that is the incentive and life of ordinary trade. A plant in 
one place will be placed in open competition as to results and divi- 
dends with similar plants in all parts of the state and to a limited 
extent in all parts of the country. The manager of each plant will 
be given the data by which he can measure his results with the 
results obtained by other managers. The directors of each plant 
will have the data by which they will be able the better to judge 
the comparative merits and worth of their managing staff. They 
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will, moreover, be forced to make these comparisons by the merit 
rating which their undertaking receives periodically from the rat- 
ing commission and which determines within certain limits the 
amount of profits that may be distributed in dividends. The 
shareholders will be able to hold the directors to stricter account. 
If both directors and management go to sleep, a slight decline in 
the merit rating and consequent decline in dividends may serve 
to arouse the ordinarily complacent shareholders to demand a 
change in the management of the concern. 

The competition or rivalry that will thus be brought into play 
will resemble that where there are a large number of plants or 
sections that are all branches or divisions of one central control. 
Each branch or division is under the immediate supervision of a 
local manager. The salaries of the local managers vary with the 
importance of their branch and the comparative results which they 
themselves achieve. There is a hierarchy of positions and a man- 
ager is promoted from one branch to another as a reward for 
merit shown as compared with other managers. Although there 
can be no direct competition between public utility plants, it is 
believed that they can be made to compete as to results much in 
the* same way that the managers of the numerous branches of a 
large industrial system are compelled to compete. The profits of 
each company can, through regulation, be made to bear some 
direct relation to the comparative efficiency with which it serves 
the public. The public service company is a public servant em- 
ployed to perform a particular public service. These services are 
located in different communities. A different company is placed 
in charge of each service. Each company, therefore, bears in cer- 
tain respects a somewhat similar relation to the public authority 
of control that the branch manager does to the central office. The 
public authority of control should see that the basis of compensa- 
tion is so adjusted that the company that manages its service with 
the greatest comparative efficiency will be entitled to the greatest 
profits. By a system of graded profits depending on comparative 
efficiency in public service the companies will in effect be com- 
pelled to compete as to results. 

Accurate comparable statistics are of prime importance to the 
successful working of the merit rating method. A detailed sys- 
tem Off general accounting, of cost accounting and of statistics of 
service performed must be carefully worked out and its applica- 
tion so supervised that a given title will mean substantially the 
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same thing in the same accounts from year to year and also in 
the accounts of every similar company. This is by no means an 
easy task, but its accomplishment would prove of immense advan- 
tage to the public service industries irrespective of its use in the 
application of the merit rating method. I have referred in chapter 
five, section four, to the admirable tables, compiled on a unit basis, 
now available for the gas and electric industries in Great Britain. 
It was the facility for comparison of working results afforded by 
these tables that suggested the possibility of the merit rating 
method as a means of public service control. If these tables were 
perfected and extended, the accounting methods on which they 
are based subjected to central supervision for the purpose of secur- 
ing greater uniformity in the allocation of items and this supple- 
mented by a system of inspection of plant and service rendered; the 
basis would be provided for a fair rating of the various under- 
takings based on their respective merits. 

In addition to accurate comparative statistics, the service of each 
company would be subject to tests to determine its relative safety, 
quality, adequacy and reliability. The plant would be subject to 
inspection as to its up-keep and general conformity to the existing 
state of the art. In this no credit would be allowed for mere up-to- 
dateness in the sense of prompt adoption of all so-called improve- 
ments. Many improvements so-called prove expensive failures 
and a reckless application of the scrapping process leads to ulti- 
mate disaster. The increased interest on investment and the loss 
from depreciation and supersession are often inadequately allowed 
for. The real test of good management is the total cost of pro- 
duction as proved by the results of a considerable period of years 
and evidenced by quality of service and price charged. This is a 
test that is capable of quite accurate determination. 

The success or failure of the merit rating system as a means of 
public service control would not depend on a fine and unfailing 
accuracy in the rating of the companies. It would be successful if 
it accomplished its general purpose of supplying an incentive for 
efficiency. If a company management could feel that generally 
and upon the whole special efficiency would count in higher divi- 
dends and inefficiency would be penalized by lower dividends, its 
success would be certain. It is believed a merit rating with this 
necessary degree of accuracy is entirely practical. On the prac- 
tical side, the difficulties are certainly not greater than those 
accompanying present methods of rate regulation. 
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Of course, for certain companies the comparative method is not 
in great measure available. A company may be in a class by itself. 
Its conditions are so different that they are not for the most part 
comparable with those of other companies concerning which data 
is available. In such cases reliance must chiefly be placed on the 
company's own progress from year to year. If the rating period 
is five years, the new rating at the end of each such period may be 
largely based on the progress or lack of progress that the company 
has made during the preceding five years. It is hoped, however, 
that the merit rating method may first be applied in some state 
where there are numerous cities and towns of the same general 
class so that facility for comparison will be at a maximum. As 
accounting methods in different states improve and become more 
comparable, the merit rating need not be based solely on the com- 
panies within the state, but in increasing measure on similar com- 
panies in other jurisdictions. 

In the above discussion of the merit rating system, it has been 
assumed that it would be coupled with provision for the sale of 
new shares at auction or tender. Any system of direct and con- 
tinuous control of dividends would be illusory if it permitted the 
distribution of an indefinite amount of additional profits through 
the allotment of premium shares at par. On the other hand, the 
full advantages of the auction or tender method cannot be ob- 
tained and permanently retained for the consumer unless coupled 
with a provision for a direct and continuous control over dividends. 

There undoubtedly exists a very strong feeling that attempts to 
directly regulate profits or dividends are doomed to failure. This 
results from some early American experience with maximum divi- 
dend and profit-sharing laws. The main difficulty, however, arose 
from the evident assumption that in some way such laws would 
be self enforcing. There was no provision for publicity or audit 
of accounts and consequently profits were easily concealed. There 
was no control over capitalization, and therefore any limitation of 
dividend was absolutely meaningless. Failure to secure good 
results under such conditions argues no inherent weakness in the 
theory of direct profit or dividend regulation. Any sort of regu- 
lation would be doomed to failure if tried under such conditions. 
The comparative success of the maximum dividend system in Great 
Britain and in Toronto indicates that with proper safeguards it 
has much to commend it. The sliding scale system is also a direct 
dividend limitation system with the advantage of giving an in- 
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centive for efficiency, and this, too, has been tried with notable 
success. The merit rating method which is here suggested also 
involves the direct regulation of profits in a way that seems to 
have advantages over either the maximum dividend method, the 
sliding scale method, or the American method of rate regulation. 
There may be a question as to the constitutionality of any direct 
regulation of profits in the United States. The power of rate regu- 
lation is well established. Public service companies are conduct- 
ing a business aflfected with a public interest, and may, therefore, be 
required to charge just and reasonable rates. Would the courts 
also hold that the divisible profits of such companies could be 
directly limited to a just and reasonable amount? This question 
has not come up for decision as, so far as known, no state has 
attempted to directly control divisible profits or dividends. Of 
course, it would be constitutional for any state to provide that, as 
to public service companies hereafter created, certain restrictions 
on divisible profits should be enforced. It would also clearly be 
feasible for the state to provide for the institution of sliding scale 
or merit rating plans with the consent of the companies con- 
cerned. Whether the state could also enforce the application of 
either of these plans without the consent of the companies is an 
open question. It seems, however, that the same reasoning that 
has led the courts to uphold rate regulation would lead them to 
sanction a direct regulation of profits. The direct regulation of 
profits would have substantially the same purpose as rate regula- 
tion. If, under the proposed plan, a company were permitted to 
earn a fair return on its property, it is difficult to see how it could 
successfully maintain that it was being deprived of its property 
without due process of law. If some plan of direct regulation of 
company profits is considered an efficient method of securing rea- 
sonable rates and service, it is not believed that it would be held 
unconstitutional so long as it did not controvert the real and funda- 
mental equities of the relation between the public service company 
and the public. The public service company exercises a public call- 
ing. Its duty is to provide efficient service at a reasonable cost, 
and its right is to receive fair compensation for the property that 
it devotes to a public use. It would seem that the merit rating sys- 
tem, proposing, as it does, to compensate the company fairly in 
all cases, but to offer, also, a special premium for special efficiency, 
comes much closer to meeting the real equities of the case than 
does the present system of occasional rate regulation. 
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